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AN EXPERIMENTAL MEASUREMENT OF UTILITY"? 


FREDERICK MOSTELLER AND PHILIP NOGEE® 


Harvard University 


I. INTRODUCTION 


iE purpose of this paper is to 

report a laboratory experiment 

that measured in a restricted man- 
ner the value to individuals of additional 
money income. Although the notion of 
utility has long been incorporated in the 
thinking of economic theoreticians in the 
form of a hypothetical construct, efforts 
to test the validity of the construct have 
mostly—and in many cases necessarily— 
been limited to observations of the be- 
havior of groups of people in situations 
where utility was but one of many vari- 

* The authors wish to express their thanks to 
the Executive Committee of the Laboratory of 
Social Relations, Harvard University, for the funds 
necessary to carry out this work. We wish to 
acknowledge the assistance of Mr. Henry Ger- 
brands in the design and construction of the appa- 
ratus; the contributions of Milton Friedman, L. J. 
Savage, and W. Allen Wallis to the discussions of 
this experiment; the help of Mrs. Shirley B. Robock 
in conducting the pilot study; and the work of Mrs. 
Doris R. Entwisle in assisting with the analysis of 
the data and the preparation of this report. 

? This paper was presented in Chicago, Illinois, 
December 27, 1950, at a session jointly sponsored 
by the American Economic Association, the Ameri- 
can Statistical Association, the Econometric So- 
ciety, and the Institute of Mathematical Statistics. 


3 Mr. Nogee is now at Boston University 


ables. The notion of utility is roughly 
this: Individuals behave as if they had a 
subjective scale of values for assessing 
the worth éo them of different amounts of 
commodities, and this scale is not neces- 
sarily merely a stretching or a translation 
of the “‘physical”’ scale in use in the mar- 
ket place. First, there is the question of 
whether utility can be measured under 
any circumstances, even in a laboratory 
situation, and, second, if utility can be 
measured, can it be used to predict be- 
havior in slightly different situations 
from those in which it was derived. It 
should be remarked that, in advance of 
this experiment, there was no assurance 
that utility curves could be derived in 
the laboratory by using administratively 
feasible amounts of money. 

Early discussion’ of methods for con- 
structing utility curves was given by 

‘The authors are grateful to Professors Armen 
Alchian and Donald C. Williams for calling their 
attention to F. P. Ramsey’s 1926 essay, ‘“Truth 
and Probability” (especially the section on ‘‘Degree 
of Belief,” pp. 166-84), available in the reprinted 
Foundations of Mathematics and Other Logical 
Essays (New York: Humanities Press, 1950) 
When the experiment began, we were not aware of 
Ramsey’s idea for measuring degree of belief and 
utility simultaneously 


371 





372 


Von Neumann and Morgenstern,’ and 
subsequently by Vickrey.° The direct 
antecedent of this experiment is a paper 
by Friedman and Savage,’ and the 
reader is referred to their paper for an 
account of the historical background of 
utility discussions. These authors suggest 
that reactions of individuals to risk can 
be rationalized by a rather simple exten- 
sion of orthodox utility analysis: indi- 
viduals in choosing among alternatives 
involving risk behave in a way to maxi- 
mize their expected utility (as contrasted 
with the utility of expected income). 
Friedman and Savage also admit (indeed, 
require) the possibility of increasing, as 
well as diminishing, marginal utility, 
allowing the introduction of inflection 
points in utility curves. Two observa- 
tions are made that seem contradictory 
when viewed from the standpoint of tra- 
ditional utility analysis—simultaneous 
buying of insurance and of lottery tick- 
ets. But Friedman and Savage argue 
that, owing to the peculiar shape of their 
utility curves, individuals in such cases 
may be maximizing their expected utili- 
ties. Hence the behavior may be con- 
sistent with the utility concept. The bas- 
ic assumptions outlined by Friedman 
and Savage for constructing utility 
curves are adopted for the analysis of 
the present experiment. In a limited ex- 
periment such as the present one, we can- 
not hope to check some of their argu- 

5 J. von Neumann and O. Morgenstern, Theory of 
Games and Economic Behavior (Princeton: Prince- 
ton University Press, 1944). 

® William Vickrey, ‘‘Measuring Marginal Utility 
of Reactions to Risk,” Econometrica, XIII (1945), 
319-33. 

7M. Friedman and L. J. Savage, ‘‘The Utility 
Analysis of Choices Involving Risk,” Journal of 
Political Economy, LVI (August, 1948), 279-304. 
Plans for this experiment grew directly out of dis- 
cussions with Friedman and Savage at the time 
they were writing their paper. W. Allen Wallis also 
contributed to the discussions. 
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ment, such as the existence of two or 
more inflection points in the utility 
curves of some individuals, because 
measurement has to be restricted to a 
rather narrow range of money. 

In addition to theoretical material and 
observational data, there was available a 
related experiment by Preston and 
Baratta,* dealing with the interrelation- 
ship of psychological and mathematical 
probabilities. The approach of these 
authors parallels the present one, in that 
an objective continuum is replaced by a 
subjective continuum, and it is likewise 
claimed that people behave as though 
responding to the subjective continuum 
exclusively.? More remotely related is a 
large body of data in the domain of 
psychophysics, where scaling problems 
having methodological resemblances to 
the present problem are encountered. 

Thus, prior to this experiment, the 
methodology for constructing utility 
curves had been worked out in principle, 
the concept of utility curves had been 
extensively discussed in the literature, 
and some related empirical work had 
been published. With this information at 
hand, an experimental plan to measure 
utility was evolved which has four main 
steps: (a) to have subjects participate in 
a game with opportunities to take or 
refuse certain gambles or risks entailing 
use of real money; (6) from behavior in 
the game to construct a utility curve for 
each subject; (c) to make predictions 
from the utility curves about future in- 
dividual behavior toward other and more 
complicated risks; and (d) to test the 

$M. G. Preston and P. Baratta, ‘“‘An Experi- 
mental Study of the Auction-Value of an Uncertain 
Outcome,” American Journal of Psychology, LXI 
(1948), 183-93. 

* However, Preston and Baratta measure a differ- 
ent variable from the one measured in the present 


experiment, and an account of the details of their 
experiment is postponed to our discussion. 
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predictions by examining subsequent be- 
havior toward more complex risks. It was 
hoped that this experimental sequence 
would show whether it was indeed possi- 
ble to construct utility curves for in- 
dividuals and, if so, whether these curves 
could be used to predict future behavior 
of the same individuals. 


Il. THEORETICAL DETERMINATION OF 
POINTS ON A UTILITY CURVE 


A good description of the assumptions 
back of the construction of utility curves 
is provided by a slightly revised version 
of Friedman and Savage’s statement.'® 
The change is in the second numbered 
point in the following quotation. An in- 
adequacy in the original version was 
pointed out by Paul A. Samuelson, but 
Friedman and Savage were kind enough 
to supply the present authors with their 
revision : 

In choosing among alternatives open to it, 
whether or not these alternatives involve risk, 
a consumer unit (generally a family, sometimes 
an individual) behaves as if (a) it had a con- 
sistent set of preferences; (b) these preferences 
could be completely described by a function 
attaching a numerical value—to be designated 
“‘utility’—to alternatives each of which is re- 
garded as certain; (c) its objective were to 
make its expected utility as large as possible. It 
is the contribution of von Neumann and 
Morgenstern to have shown that an alternative 
statement of the same hypothesis is: An indi- 
vidual chooses in accordance with a system of 
preferences which has the following properties: 

1. The system is complete and consistent; 
that is, an individual can tell which of two 
objects he prefers or whether he is indifferent 
between them, and if he does not prefer C to B 
and does not prefer B to A, then he does not 
prefer C to A. (In this context, the word “‘ob- 
ject” includes combinations of objects with 
stated probabilities: for example, if A and B 
are objects, a 40-60 chance of A or B is also an 
object. 

2. If the object A is preferred to the object 
B, then a combination of A and any object C 


1° Op. cit., pp. 287-88. 
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with stated probabilities is preferred to a combi 
nation of B and C with the same probabilities, 
provided that the probability attached to C is 
less than unity. Conversely, if a combination of 
A and C with stated probabilities is preferred to 
a combination of B and C with the same proba- 
bilities, then A is preferred to B. 

3. If the object A is preferred to the object B 
and B to the object C, there will be some 
probability combination of A and C such that 
the individual is indifferent between it and B 

To bring this discussion back to the 
experiment, consider the objects A, B, 
and C in the above quotation as 
Object A: receipt of 25 cents, 

Object B: neither receipt nor loss of money, 
Object C: loss of 5 cents. 

Most individuals will prefer A to B, and 
B to C. Statement 3 of the quotation sug- 
gests that, if these preferences hold and 
the utility rationalization for behavior is 
correct, there will be some probability 
combination of A and C such that an in- 
dividual is indifferent between the A-C 
combination and B. Writing U(X) for 
the utility of X, this means there must 
exist some probability » such that 


pU(A)+(1—p)U(C) = U(B), 
or, to use our monetary example, 


pu (25¢) + (1 — p) UC — S¢) = U(O8). 


This equation suggests that three money 
values be chosen in an experiment and 
that p then be varied until the indiffer- 
ence point is reached. However, the ex- 
perimenters preferred to fix two money 


values—B and C—and the probability p, 
and search for an A that would bring a 
balance. This is done partly in deference 
to the view that most people are more fa- 
miliar with amounts of money than with 
probabilities. Thus, for a particular 
fixed probability f,, it is necessary to find 
an A such that, for a given individual, 


poU (A) + (1 — po) U( — S#) = U(O8). 
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An operational definition must be set 
up for “indifference’’ or the “=” of the 
above equation. Let D be the object com- 
posed of a p, chance of A and a 1—, 
chance of C (losing 5 cents). Then when 
an A is found such that B and D are 
chosen equally often, i.e., each chosen in 
half of their simultaneous presentations, 
the individual is said to be indifferent 
between B and D, and the utility of B is 
said to be equal to the utility of D for 
him. 

This formulation must make the 
reader suspect that an individual cannot 
tell consistently which of two objects he 
prefers or whether he is indifferent to 
them. The present experiment negates 
the all-or-none assumption implied by 
Von Neumann and Morgenstern (see 
quotation from Friedman and Savage, 
the first of the numbered properties) and 
supports the experience of psychologists 
with psychological tests showing that a 
gradation of preference is the rule when 
persons locate themselves on “‘physical’’ 
continua. For example, if one were of- 
fered one chance in five of winning $5.00 
against four chances in five of losing 5 
cents, one would almost certainly take 
the bet. If one were offered the same 
chance of winning 1 cent against the 
same chance of losing 5 cents, one would 
almost certainly not take the bet. How- 
ever, as the offer increases from 1 cent 
toward $5.00, vacillation sets in, the bet 
is taken occasionally, then more and 
more often, until, finally, the bet is taken 
nearly all the time. There is not a sudden 
jump from no acceptances to all accept- 
ances at a particular offer, just as in a 
hearing experiment there is not a critical 
loudness below which nothing is heard 
and above which all loudnesses are heard. 
This is not to deny that for many pur- 
poses and for most individuals the width 
of a loudness-threshold, over which the 
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chance of hearing a click lies between, 
say, 1 and 9g per cent, is so small that it 
can be ignored. However, for certain 
purposes, such as constructing audio- 
grams to assess auditory deficit, small 
changes may be important. The impor- 
tance of this gradation of preference in 
utility measurement cannot be assessed 
until it is known to what purpose the 
analysis will be put. Further, as will be 
seen later, the width of the discrimina- 
tion band may be a characteristic that 
distinguishes groups of people. 

At best, utility can be measured only 
up to a linear transformation. In other 
words, both a zero point and a unit of 
measure.uwent are assigned arbitrarily to 
utility scales. Since “the loss of 5 cents”’ 
and “neither winning nor losing”’ are the 
two anchoring points in the fundamental 
equation, it is convenient to assign them 
the following utilities: 

— 1 utile, 


U(0¢) =O utile, U(—5¢) = 


where “utile’’ is the arbitrary name of 
the unit of measurement. Substituting 
these evaluations in the indifference 
equation and solving for L(A), we see 
that, if B and D are found to be indiffer- 
ent (equal), 

U(A) ==? 

0 

For any known probability p, of winning 
A, the utility of A is known from the 
start from the equation just given; but A 
must be determined experimentally. In 
other words, the individual by participat- 
ing in the experiment tells how much a 
certain number of utiles is worth to him 
in money. The utility scale has been as- 
signed, and the money scale must be 
tied to it at different points. 

What is the connection between this 
discussion and the mathematically “‘fair”’ 
offer? In a mathematically “‘fair’”’ situa- 
tion the money values enter directly into 


utiles . 
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the formula, or, if it is desired to trans- 
late into utilities, U(X cents) = X/5 
utiles, so that 10 cents is worth 2 utiles, 
etc. Thus the “‘fair’”’ value is represented 
by a straight line in the cent-utility plane 
through the points (0, o), (—5, —1). One 
of the points of interest in this experi- 
ment is the departure of the observed 
utility curves of subjects from this 


iA 
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Fic. 1.—Graph illustrating possible utility 
curves of conservative, mathematically fair, and 
extravagant players for the units of measurement 
used in this experiment. 
straight line. If an individual’s utility 
curve lies consistently below this line, he 
may be called ‘‘conservative’’ because he 
requires more than a mathematically 
fair offer before taking a risk. Similarly, a 
person whose utility curve lies above this 
straight line might be regarded as “‘ex- 
travagant”’ because he will give his op- 
ponent the mathematically better side of 
the bet (see Fig. 1). Of course, if the “‘ex- 
travagant’’ person bets sufficiently often, 
he will soon run out of money. A person 
may not be in any of these three illustra- 
tive categories—he can be sometimes 
conservative, sometimes extravagant, 
and sometimes “‘fair.”’ 


III. EXPERIMENTAL PROCEDURE 


The experiment on the measurement 
of utility was conducted in two parts: 
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a preliminary pilot study and a later ex- 
periment incorporating revisions and 
refinements suggested by the pilot study. 
The pilot study was conducted in Febru- 
ary and March, 1948, and the experiment 
was conducted from February through 
May, 1949. The present discussion will 
be concerned primarily with the experi- 
ment, with only a few incidental refer- 
ences to the pilot study. 


A. SUBJECTS 


There were three groups of subjects. 
Two groups of five members each were 
composed of undergraduates attending 
Harvard College. They were obtained 
th-ough the Student Employment Office 
and were concentrators (majors) in vari- 
ous departments of the College. A third 
group of five subjects was recruited from 
a regiment of the Massachusetts Na- 
tional Guard. Two additional National 
Guardsmen originally composed a fourth 
group, but these men withdrew after only 
part of the experiment had been run and 
were omitted from further consideration. 
One student subject left the experiment 


TABLE 1 


CHARACTERISTICS OF GROUPS OF SUBJECTS 


. hes 
No. at No. at 


Start of | End of 
Study Study 


Group Type of Subject 


Undergraduate students 
Undergraduate students 
National Guardsmen 
National Guardsmen 


before completion because of economic 
and scholastic difficulties, but some of 
his results are included. Table 1 sum- 
marizes the group characteristics. 
Differences in economic status and 
personal data of the subjects were re- 
vealed through material gathered from 
special questionnaires. The Harvard stu- 





FREDERICK MOSTELLER AND PHILIP NOGEE 


dents were all unmarried; of the National 
Guardsmen all but one were married and 
had at least one child. The students 
ranged in age from nineteen to twenty- 
one years; the National Guardsmen 
ranged in age from twenty-six to thirty- 
four years, with the exception of the one 
unmarried man, who was twenty-one. All 
subjects had had some experience with 
gambling games previous to joining this 
experiment, although the amount and 
kind of this experience was not homoge- 
neous within groups. 

All but three of the student subjects 
were dependent upon their families for 
the bulk of their financial support, and 
the three securing the bulk of their fi- 
nances independently either held large 
scholarships or were attending school 
under the G.I. Bill. The students’ esti- 
mates of their annual expenditures (in- 
cluding tuition expense of $525) ranged 
from $1,200 to $2,200, with a median 
estimate of $1,750. The students’ esti- 
mates of their parents’ annual income 
ranged from $4,000 to $20,000, with a 
median of $8,000."" These students were 
atypical of the Harvard College popula- 
tion, since they did nonacademic work 
from 3 to 12 hours per week in addition 
to time spent on this experiment. 

The financial picture of the National 
Guardsmen, as might be expected, pre- 
sented a marked contrast to the picture 
for the Harvard group. All the National 
Guardsmen were the breadwinners for 


‘'From Paul H. Buck, “Who Comes to Har- 
vard?” Harvard Alumni Bulletin, January 10, 1948, 
the following data are available for all Freshmen of 
1948 on students’ median estimates of their parents’ 
annual income: 


' 
Per Cent Median Parental 
of Total | Income 
Veteran | 16 
Nonveterans 
Scholarship students 27 
Nonscholarship students <7 


$ 7,400 


4,950 
12,250 


families of three to four persons, except 
for the twenty-one-year-old man (he con- 
tributed to his parents’ support and re- 
tained only $36 of his monthly income 
for his own use). Income for the National 
Guardsmen was not dependable—two 
lost positions during the experiment, one 
falling back on unemployment compen- 
sation and the other working as a day la- 
borer. The insecurity of their financial 
situations is further indicated by the fact 
that only one man had savings in excess 
of $100. Monthly incomes for the Na- 
tional Guardsmen were estimated by 
multiplying stated weekly earnings by 
44 and adding pay received for Guard 
duty; these totals ranged from $162 to 
$254 per month. Thus the Guardsmen 
were supporting themselves plus two or 
three additional persons on very little 
more than the students were expending 
for their individual maintenance. 

current 
economic status, interesting differences 


Besides these differences in 


between the economic aspirations of the 
two groups were revealed by answers to 
the question: ‘‘What income do you feel 
you would need when you’re about forty 
in order to live comfortably?”’ Answers to 
this question are given in Table 2. 


TABLE 2 


ECONOMIC ASPIRATIONS OF HARVARD 
AND NON-HARVARD GROUPS 


nnual Income Desired Harvard 


Natior 
at Age Forty Students | Guardsm 


$ 
$ 
$ 
$ 
$ 


,000 
$10,000 
Over $20,000 


In addition to large differences in the 
amount of income desired, different in- 
come units were used by the two groups. 
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The students all stated their desired in- 
come in thousands of dollars yearly, 
while with only one exception the Na- 
tional Guardsmen stated their aspira- 
tions in dollars per week. The significance 
of this use of income units is problemati- 
cal, but in any case this difference atfords 
additional evidence that the economic 
values of the two groups are not the 
same. 


B. PRELIMINARY INFORMATION GIVEN 
TO SUBJECTS 


Before being hired, each prospective 
subject was interviewed briefly to ex- 
plain the general conditions of the proj- 
ect. Screening was thought necessary to 
eliminate persons who might have scru- 
ples about participating in gambling 
games, but none such were interviewed. 
To help subjects decide whether they 
would be willing to participate, the fol- 
lowing information was given: 


a) The study was to be a series of experiments 
on the “theory of games.” 

b) There would be a relatively large number of 
sessions (approximately three sessions a 
week for ten weeks), and, once enrolled, 
subjects would be required to attend all ses- 
sions. 

Each session would be about an hour long, 
and the rate of pay would be one dollar per 
hour. 

The payment of one dollar would be given 
to the subjects at the beginning of each 
hour’s session, and this dollar would be used 
to participate in the “‘games”’ that would be 
played. Subjects were informed that it would 
be possible to complete a session with con- 
siderably more than one dollar and that all 
money on hand at the end of a session would 
be theirs to keep; that it would also be pos- 
sible to end up with less than a dollar, or 
even nothing. They would be required to 
remain at a session until its completion, 
even though they had used up their money. 
In addition to the “‘games,”’ there would be 
other sessions where psychological tests 
would be administered, and for these sessions 
payment would be delayed. The dollar’s 
payment for these sessions would be put into 


id 
Ob 


an individual “reserve fund” for each sub- 
ject, and he could be required to withdraw 
this money for use in certain other experi 
ments. The subject was told that whatever 
balance remained in his reserve would not 
be paid until the conclusion of the study. 
Some reassurance could be given to 
subjects regarding the possibility of end- 
ing up with no money (on the basis of 
previous experience with the pilot study), 
and the experimenters thought it expedi- 
ent to do so. The subjects were told that 
in a similar study done previously aver- 
age earnings of subjects had actually 
turned out to be approximately one dol- 
lar per hour. Unknown to the subjects, 
the experimenters made a commitment 
to the Student Employment Office and 
to an officer in the National Guard that, 
at the end of the study, they would pay 
any subjects averaging less than a dollar 
an hour an amount sufficient to bring in- 
dividual total earnings up to this mini- 
mum average hourly rate. (The existence 
of the reserve fund made possible an un- 
obtrusive payment.) The commitment 
apparently never became known to the 
subjects. The forecasting on the basis of 
the previous year’s experiment turned 
out to be good, since the earnings of only 
three subjects had to be supplemented at 
the end of the study (by total amounts of 
$2.88, $2.17, and $0.42 for from seven- 
teen to twenty-one sessions). 


C. APPARATUS 


The apparatus used in the experiment 
consisted of: (1) red, white, and blue 
poker chips; (2) a “‘cage,’’ which could be 
rotated, containing five dice; (3) an 
Esterline program analyzer for recording 
most of the data; (4) a series of stimulus 
cards; (5) a card-holder wired to the re- 
corder, so that time of presentation of the 
stimulus could be noted; (6) a set of one 
red and one green button for each sub- 
ject, wired to an indicator box in front of 
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the experimenter and to the recorder; 
(7) sheets for manual recording of some 
of the data by the experimenter. 

The cage used for rolling dice is a 
standard device for playing chuck-a-luck 
(a three-dice game) and was purchased 
from a sporting-goods firm. The three 
original dice were replaced by five new 
dice, approximately identical to one an- 
other in size, weight, and appearance. 
The cage and dice were checked empiri- 
cally for bias before the experiment start- 
ed, and the distribution of results ap- 
peared random in about the proportions 
dictated by theory. Table 5 offers some 
numerical evidence on this point. 

Ten recording pens on the Esterline 
analyzer were used for each group of five 
subjects, one pair of pens per person. 
Time appears as a linear distance be- 
tween two pen strokes. For every subject 
on every play, the time of presentation 
of the stimulus card, the time of decision 
to play or not to play, and the nature of 
the decision were recorded by the Ester- 
line. In addition, the experimenter re- 
corded manually the nature of the de- 
cision (a cross-check), whether the sub- 
ject won when he played, and, if he won, 
how much. The subject indicated a de- 
cision to play by pressing his green but- 
ton and a decision not to play by pressing 
his red button.” 

D. THE GAME 

The game used in the experiment was 
a variation of poker dice. In this game 
five dice of the ordinary variety, with 
from 1 to 6 pips on each side, are rolled 
in a wire cage, and the combination of 
numbers on the tops of the dice is con- 
sidered a “Shand.” Each hand can be con- 
sidered an analogue of a poker hand in a 

We are deeply indebted to Mr. Henry Ger- 


brands, of the Laboratory of Social Relations, for 
the design and construction of the apparatus 


one-suited deck, and so hands can be 
compared in terms of their relative stand- 
ing in the game of poker (from lowest to 
highest : nothing, one pair, two pair, three 
of a kind, full house, four of a kind, five 
of a kind). The only departure from the 
scale of values of hands in poker was that 
“straights’’—1, 2, 3, 4, 5 and 2, 3, 4, 5, 
6—were considered of no special value 
and were classified among the lowest pos- 
sible hands—indeed, 1, 2, 3, 4, 5 was the 
lowest. The highest hand is 6, 6, 6, 6, 6. 
There was no need to distinguish flushes. 
In the play of the game, the experi- 
menters did not roll but simply displayed 
a hand on one of the stimulus cards. If a 
subject elected to play, he rolled the five 
dice once. If a subject secured a hand 
higher than that displayed by the ex- 
perimenters, he won; if he secured a hand 
that was the same or poorer than that 
displayed by the experimenters, he lost. 
In brief, one round consisted of the ex- 
perimenters’ displaying a hand on a 
stimulus card, each subject choosing to 
play or not to play, and indicating his de- 
cision by pressing a button, the playing 
subjects individually rolling the cage 
once in an attempt to beat the displayed 
hand, and the experimenter either pay- 
ing the amount of the offer or collecting 
5 cents. 


E. PROCEDURE OF PLAY 


Chips of different colors were used in- 
stead of money for transactions during 
the play. The subjects were each given 
chips worth $1.00 at the beginning of a 
session, and at the end of a session all 
chips were refunded with money. Red 
chips were worth 1 cent, white chips 5 
cents, and blue chips 50 cents. 

As stated before, each subject had two 
buttons—a red and a green—in front of 
him. At the start of each session he was 
instructed to indicate his decision to play 
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or not to play as quickly as possible after 
the presentation of the stimulus card. He 
pressed the green button if he wished to 
play or the red button if he did not wish 
to play. When a subject made his de- 
cision, a light corresponding to the color 
of the button he pushed flashed in the in- 
dicator box in front of the experimenter. 
The lights in the indicator box served as 
visual aids for the experimenter: from the 
lights he could record the type of decision 
made and, with this immediate informa- 
tion concerning decisions, was able to 
guide the play smoothly and efficiently. 

Subjects (usually five) sat around 
a long table where they could all see 
one another, the experimenter, and the 
stimulus-card holder at the head of the 
table. Twenty white chips (5 cents each) 
totaling $1.00 were given to each subject 
before the game started. A series of 
stimulus cards was then shown. On each 
card was a notation like the following: 


_ 4444i 

910.00 :: 5¢ 
This meant: you have your choice of bet- 
ting or not betting 5 cents against $10.00 
that you can roll five dice once and get a 
better poker hand than 44441 (examples 
of hands that would win: 22222, 55551, 
44442). The only wager permitted was 
one of 5 cents by each subject. 

No play started until every subject 
had made his decision to play or not to 
play. If no one chose to play, the next 
card was presented immediately. If some 
or all subjects chose to play, the dice 
cage was passed, and each player rolled 
once to try to beat the displayed hand. 
No attempt was made to control the or- 
der in which the players rolled, so that 
order varied from round to round. If a 
player lost, the experimenter immediate- 
ly collected a white chip worth 5 cents 
from him; if a player won, the experi- 


menter paid him in chips the value of the 
offer shown on the card. All transactions 
connected with one card were made be- 
fore the subsequent card was shown. The 
experimenter recorded the outcome of 
each person’s play. Since each subject 
rolled independently, he played only for 
himself and against the experimenter 
(the machine) and not against any other 
subject. It was possible for all subjects to 
make exactly the same decisions, but for 
all to finish with different amounts of 
money. When questioned, the subjects 
stated that they felt their decisions were 
only slightly affected by those of the oth- 
er subjects, and observations by the ex- 
perimenters of the marked differences in 
the play of different subjects in the same 
group partly confirms these verbal state- 
ments. 

No play started on any round until all 
subjects had indicated their decisions. 
Once one subject started to roll, the oth 
ers were not allowed to change their de- 
cisions. If a subject made a mistake and 
pressed the wrong button, he so informed 
the experimenter before any play took 
place. To insure care, a subject had to ac- 
cept the decision he had made when he 
pressed the button. In the analysis of re 
sults, however, his stated intent was ac- 
cepted. (The decision to play or not to 
play was the authors’ chief interest, and 
the winning or losing was of interest only 
in so far as it affected future decisions to 
play or not to play.) The actual number 
of claimed mistakes was small—less than 
2 per cent for the most careless subject 
and insistence on adherence to first de- 
cisions seemed to minimize the subjects’ 
carelessness in pressing buttons. There 
was occasional byplay during the experi- 
ment, when subjects who were not play- 
ing took the cage to roll and see “how it 
would have come out if I had played.”’ 
Occasionally also, a subject would re- 
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quest in advance that his second rather 
than his first roll be counted. This was 
allowed. 

From this description of the game, it 
can be judged that the experimenter had 
many tasks to perform and that these 
tasks had to be performed rapidly in or- 
der for subjects not to become bored from 


TABLE 3 


TRUE ODDS FOR HANDS PLAYED 
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shown in Table 3. These hands were se- 
lected by the experimenters from all pos- 
sible hands after a complete table of odds 
had been computed. Criteria determining 
selection were such things as the fair offer 
being approximately an integral multiple 
of 5 cents at the lower end of the scale, 
and getting fairly good representation of 
hands of different expected frequencies. 
With each of these hands, a varying 
group of offers was used, ranging from ex- 
tremely poor in terms of the fair bet to 
extremely good. An arbitrary group of 
different hands plus the different offers 
combined with them form a “‘series.’’ For 
instance, a series might be hands 1, 2, 3, 
4, and 7 of Table 3 with four different 
offers per hand, making a total of twenty 
combinations. Several series differing in 


TABLE 4 


LIST OF 


HANDS DISPLAYED AND OFFERS MADI 


IN UNCERTAINTY 


AND LEARNING SESSIONS 


(Number in Parentheses Is Serial Order of Hand 


too much dead time. Something like 1} 
cards and the play connected with them, 
on the average, consumed about one min- 
ute. Check on the experimenter’s record- 
ing of decisions was made possible 
through the double recording of these de- 
cisions. The subjects themselves checked 
the accuracy of the money transactions. 
F. HANDS 

All hands displayed on stimulus cards 

and their corresponding fair bets are 


in Series) 


composition and length were used, for 
reasons to be given below in the section 
on “Experimental Design.”’ The order 
within a series was randomized before its 


initial presentation. Two to five repeti- 


tions of a single series make one session. 
The subjects’ participation as well as the 
length of a series governed how many 
repetitions were carried through in one 
session. There were no “breaks’’ between 
series, and play went on continuously. 
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Once a series was begun, it was completed 
within the session. 

It would have been preferable to ran- 
domize each series each time it was used. 
Unfortunately, practical difficulties con- 
cerned with the experimenter’s recording 
of the outcome of individual plays made 
continuing randomization difficult. The 
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dividual, and (3) to check experimentally 
predictions about the subjects’ behavior 
based on the utility curve constructed 
from previous sessions. 

The first sessions for all groups are 
classed as “Uncertainty”’ be- 
cause during these the subjects did not 
know and, questioning revealed, could 


sessions 


TABLE 5 
COMPARISON OF ACTUAL WINS WITH EXPECTED WINS 
(Uncertainty Sessions) 


No. of No 
Times 
Played 


Hand 


r a Bet) 
And Fair Bet Won 


4432! 255 
2.5€::5¢€ 
66431 209 
5¢: :5¢ 


279 


302 


one initial order was kept for all occa- 
sions when a series was used, both for 
different sessions and for different groups 
of subjects. In Table 4 are all the hands 
used, all the offers used, and the order 
within the series used in the Uncertainty 
situation and the learning sessions. 
G. EXPERIMENTAL DESIGN 
A number of different experimental 
conditions was used within the frame- 
work of the game and procedure of play 
described. These conditions were struc- 
tured (1) to teach the subject about the 
game and give him an opportunity to 
gain experience in the play, (2) to derive 
experimentally utility curves for each in- 


of 


Times 


No. of 
Expected 
Wins 


170 


not calculate the true probabilities or 
mathematically fair bet for any hand. 
The Uncertainty situation consisted of 
three sessions, and the series used (Table 
4) contained forty-nine combinations 
seven hands with seven offers each. The 
series used was the same for all three 
groups of subjects. 

At the end of the three Uncertainty 
sessions, each group met to learn how to 
calculate the true odds for any hand. In 
addition, each subject was given a sheet 
with the true odds for all hands used (like 
Table 3) and was required to keep this 
Sheet in front of him in all fulure sessions. 
At this instruction meeting the subjects 
giv 


were also shown copies of Table 5 
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ing the number of times each hand had 
been played during the previous sessions, 
the number and percentage of wins ex- 
pected if the information of Table 3 were 
correct. Subjects were given an oppor- 
tunity to discuss results and to ask the 
experimenter about probability prob- 
lems. The instruction may have been 
convincing, for, when questioned at the 
end of the experiment, all subjects said 
that they accepted as true the informa- 
tion given them in the instruction ses- 
sion. 

At this stage the subjects had before 
them the true odds for each hand; so the 
next group of sessions was called the 
“Known-risk”’ situation. For each group 
the series used in the first few sessions 
(the learning sessions) of the Known-risk 
situation was exactly the same as the 
series used for that group in the Uncer- 
tainty situation. Following the instruc- 
tion meeting, four learning sessions were 
used for each of the two student groups, 
and the National Guardsmen had three 
sessions. It should be emphasized that 
the hands used were not changed 
throughout the experiment, so the odds 
sheets continued to be pertinent. 

The data obtained from the learning 
sessions were analyzed before proceeding 
further with the Known-risk situation. 
The purpose of the analysis was to ascer- 
tain how extant offers had to be changed 
to produce the kind of information de- 
sired by the experimenters. To derive the 
utility curve of a subject, it is necessary 
that for each hand the offers range from 
some so low that the subject will refuse 
to play most or all of the time to some so 
high that he will play most or all of the 
time. Since the utility curves—and, con- 
sequently, what is high and what is low 

are expected to vary from subject to 
subject, a wide range of offers is needed 
for group coverage. This range can be de- 


termined only from the actual play of the 
subjects. (For some subjects, the amount 
of money required to induce play against 
a hand may be so large that a project 
such as this one cannot afford the infor- 
mation. The only information to be 
gained in such cases is that the subject’s 
“indifference point’’—so per cent ac- 
ceptance and 50 per cent rejection—for 
these hands is beyond a certain amount.) 

After the analysis the offers for the re- 
maining sessions of the Known-risk situa- 
tion were adjusted to try to maximize the 
amount of information to be obtained 
from each group. The series used then 
varied from group to group. The data se- 
cured from the postlearning sessions 
were used to derive a utility curve for 
each subject. 

An important part of the work is ta ob- 
tain an independent check on the use of 
the utility curve to predict other be- 
havior. To check the information con- 
tained in the individu. utility curves, 
the Known-risk situation was modified 
by the introduction of a more complex 
bet. This modified procedure was termed 
the “Doublet”’ situation. Combination 
offers using two of the previous hands 
were devised. The stimulus cards carried 
a notation like this: 

22263 :: 20¢ 

66431 :: 3¢ 
This meant: “You have the opportunity 
of betting or not betting 5 cents against 
this double offer: if you beat 22263 you 
will receive 20 cents; if you do not beat 
22263 but do beat 66431, you will receive 
3 cents; if you do not beat either, you 
will lose the 5 cents you must risk to 
play. You will roll the dice only once.” 
During the Doublet sessions the subject 
had in front of him a new sheet giving the 
fair bet for each double combination pre- 
sented. These data were for use in check- 
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ing behavioral predictions growing out of 
the data from which the utility curve was 
constructed. This point will be expanded 
later. 

Among the criticisms offered of at- 
tempts to measure utility in risk situa- 
tions is that participation in the gam- 
bling situation may have utility. To ob- 
tain some information on this point an 
“Investment”’ session was held. In the 
Investment situation the subject himself 
did not play but wrote out a set of in- 
structions to be followed by an agent. 
This agent in the absence of the subject 
would rigidly follow the subject’s instruc- 
tions in playing with a dollar of the sub- 
ject’s money. The instructions given to 
subjects for these investment sessions 
were: 

One dollar ($1.00) will be taken from your 
reserve fund and given to some person whom 
you will designate. This person will use in- 
structions which you are to write out for him 
below. 

Below is a list of the hands against which 
you’ve played. Opposite each hand you are to 
check or to write in the lowest offer for which 
your representative may wager five cents (5¢) 
against beating the hand with one roll of the 
dice. He will play against any hand only when 
the amount you indicate, or more, is offered. 
After he plays, the total proceeds of his playing 
will be given to you. You may not be present, 
however, when he is playing. 

As a matter of fact, the agent never did 
play for the subjects in the experiment 
proper, although this had been done in 
the pilot study. Although this omission 
seemed sensible at the time, in retrospect 
the authors view it as a procedural error. 

For other purposes, not the subject of 
this paper (although a brief report will be 
included later) a ‘‘Paired-comparison”’ 
situation was used. Two bets were pre- 
sented on a single card, and the subject 
had to choose to play against one of the 


offers. 


» 
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In Table 6 is a summary of the experi- 
mental design, listing the kind and num- 
ber of sessions. For each session the num- 
ber of rounds (one hand with one offer) 
and the average earnings for the three 
groups of subjects are listed. 


IV. ANALYSIS OF RESULTS 
A. UTILITY CURVES 


As the first step in the analysis of the 
data, it was necessary to find the “‘indif- 
ference offer’’ to each subject on every 
hand. For each hand a range of offers had 
been made (see Table 7). The proportion 
of times the subject elected to play each 
offer was calculated (see example for sub- 
ject B-I in Table 8), and these points 
were plotted on ordinary arithmetic 
graph paper with vertical axis as per cent 
participation and horizontal axis as 
amount of offer in cents (see Fig. 2). A 
freehand curve or a broken-line curve 
was then fitted to the points." The ab- 
scissa value of the point where this curve 
crossed the 50 per cent participation line 
gave in cents the subject’s indifference 
offer for that hand. In other words, for 
that hand this calculation yielded an in- 
terpolated offer which the subject would 
be equally likely to accept or reject if 
given the opportunity. 

Since the probability p of winning is 
fixed for a given hand, the utility of the 
indifference offer is just (1—p)/p, as de- 
scribed in Section II. For example, the 
data of Figure 2 yield an indifference offer 
of 10.6 cents. Hand 55221 has a proba- 
bility of 0.332 of being beaten. Therefore, 
the utility is about 2 utiles, and the utili- 

's Various procedures were tried for smoothing 
the points: plotting on probability paper and on 
arithmetic paper, drawing freehand curves and 
broken-line segments. Fortunately, no dilemma 
arose, because the results were much the same no 


matter what techniques of plotting and fitting were 
used. 
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ty curve of subject B-I will pass through fashion equals the number of different 
the point (10.6, 2). hands which were used in the experiment. 

The number of points on the utility In the present experiment the value in 
curve which can be determined in this cents of 3, 1, 2, 5, 10, 20, and ror utiles 


TABLE 6 


SUMMARY OF EXPERIMENTAL SESSIONS 


Group A Group B Grovur C 
Harvarp UNDERGRADS Harvarp UNDERGRADS NATIONAL GUARDSMEN 
Type or SESSION . = ES ee 
tn CHRONOLOGICAL OrDER | 
No. of | Av. Earnings No. of | Av. Earnings No. of Av. Earnings 
| Rounds* per Subject | Rounds | per Subject | Rounds per Subject 


Uncertainty 49 $0.96 49 | $0.45 49 $1 
Uncertainty 098 05 98 0.87 | 98 ° 
Uncertainty 98 3.01 98 | 1.48 08 I 
Paired comparison go 42 ©.90 42 O.: 
Investment | | 
Instruction Subjects told odds and instructed in calculating these odds 
Known risk 78 49 1.07 49 | 
Known risk 87 98 1.7% 98 | 
Known risk 44 —C*éi; 98 1.31 98 

Known risk 66 98 1.72 Omitted 
Known risk 98 Omitted ri | 
Known risk 68 09 1.65 129 
Known risk II 140 1.41 129 
Known risk 02 140 1.33 1 32 

Known risk 34 102 0.89 8&8 
Investment 

Known risk Omitted Omitted 132 
Known risk Omitted Omitted 132 
Doublet 100 ° 100 2.11 9° 
Doublet 100 1 100 2.74 go 
Doublet 110 I 100 1.60 | 
Doublet Omitted Omitted 5° 
Paired comparison 60 1.04 60 1.05 60 
Doublet 100 2.75 100 2.32 100 


RH RH HHH OO 
00 OW # 


~OOn* On » 
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* Italicized rounds are ones used for constructing utility curves 


TABLE 8 


TABLE 7 THIS TABLE SHOWS FOR SUBJECT B-I AND HAND 

55221 THE BASIC INFORMATION REQUIRED 

THE ENTRIES SHOW FOR EACH GROUP AND . 

EACH HAND THE RANGE OF MONETARY OF- 
FERS MADE IN THE COURSE OF THE EX- 
PERIMENT ™ No. of we oot 
The ¢ a ee. ss er one ome imes ayed 

(The Subject Puts Up 5 Cents) Times Times | Times Pre 


(Cents) 
=e i —— | Presented Played 
= —— —= | sented) 


Group A Group B Group C 14 14 100 

- ~ . eee | 14 13 92.9 

i¢ 7¢ : 7¢ i¢ 7¢€ 14 64.3 
3¢- 10¢ 3¢- r0o¢| 3¢ = 10¢ 14 28.6 
7¢ 10¢ s 16¢ 3¢- 10¢ 14 I 
19f- 43¢ 43¢ | 10@- 43¢ 14 ° 
3o¢- 72¢ | 28¢- 72¢ | 11¢- 72¢ 1 ° 
7o¢-$1.42 | 7o¢-$ 1.63 | 23¢-$1.42 

$4.00-$8.00 |$4.00-$10.00 | 25¢-$8.00 





_ _*Here only data from the italicized Known-risk sessions 
indicated in Table 6 are used 
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was determined (these are rounded val- 
ues). These, and the arbitrarily defined 
points [U(o¢) = 0 utiles and U(—5¢) = 
—1 utiles] can be connected by straight- 
line segments to form the utility curve of 
a subject. In Figure 3, illustrations of the 
utility curves are given for a few sub- 
jects. For reasons of scale we have shown 
values for only a few different utile po- 
sitions. Logarithmic scales would be 


ford to make the offers necessary to get 
the subjects to choose to play (if such 
offers existed). 

There was nothing in the experimental 
procedure which coerced any subject to 
play at any time. It was possible for a 
subject to take his dollar at the beginning 
of a session and not play, thus assuring 
himself of $1.00. It is interesting that this 
never happened. 
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difference point is actually obtained. 
somewhat misleading because some in- 
terest attaches to the curvature. 

It was not possible to secure utility 
curves as complete as those in Figure 3 
for all subjects. The behavior of one sub- 
ject in the pilot study was so erratic that 
no utility curve at all could be derived 
for him. For two student subjects in the 
experiment it was possible to derive only 
a short section of the curve. Their in- 
difference points for the high hands ({i.e., 
those in which the probability of winning 
was small and which gave the values for 
10, 20, and ror utiles) were so high that 
the experimenters felt they could not af- 


it 13 is 7 
CENTS 


In this graph the data of Table 8 for subject B-I, hand 55221, are plotted to show how the in- 


One subject showed markedly super- 
stitious behavior toward one hand. He 
seldom played against it for any of the 
offers made, even though he would ac- 
cept the same, or even smaller, offers 
against a hand which was less likely to be 
beaten. When asked about this after the 
project was completed, the subject said 
that he had been aware of his behavior 
but that he simply felt that the particu- 
lar hand was unlucky for him and that he 
“just didn’t like it.” 

In Table 9 are the indifference offers 
corresponding to each utility. ‘When 
these are graphed, a rough utility curve 
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is obtained. Figure 3 shows such utility 
curves plotted for a few subjects. The 
straight line on each plot represents the 
“fair’’ curve. Casual investigation of 
Table 9 will show that the students 
(Groups A and B) tended to be ‘“‘con- 
servative,”’ while the National Guards- 
men were “extravagant.” If support is 
desired for classical diminishing-returns 
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It seems clear that student Groups A 
and B differed in their reactions to the 
high-valued, low-probability hands. Ev- 
ery B subject wants more money to play 
the 20 to 1 and roo to 1 hands than any A 
subject. Since there was no known selec- 
tive factor between these two groups, 
supposedly this systematic difference be- 
tween groups is a result of running the 


TABLE 9 


AMOUNT OF MONEY IN CENTS CORRESPONDING TO VALUES ON THE 
UTILE SCALE FOR ALL SUBJECTS* 


‘“Fair’’ Offer —sé¢ 
Utiles —1 


oo 


Subjects 


5¢ 
5¢ | 
—<¢ 
5€ | 
5¢ 
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5¢ | 
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eooo°0o 


“Vi Dew wh 
Oowun ow 


72 
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oruo0o97 
we N NH 
ooo ou 


nN 


22.5 
12 
23 
28 
14 
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* The italicized Known-risk sessions of Table 6 were used in calculating these points of the utility curves. Columns for —5¢ and 


o¢ are assigned, not measured 
t Data for three of five sessions. Subject left experiment 


t This number is the highest offer made, and it was refused by this subject more than 50 per cent of the time. Thus it is known 


only that the utility expressed in monetary units is larger than the value given 
§ Subject refuses all offers up to and including 16 cents. See discussion of superstitious behavior in text (Sec. IVA) 


curves, the student groups supply it. 
Support for the notion of increasing 
utility of money is given by the Guards- 
men. It must be remembered, however, 
that this curve covers only ranges from 
—5 cents to about $5.50 for the students 
and only up to about $1.00 for the 
Guardsmen. It should be remembered, 
further, that all subjects had had instruc- 
tion in the fair odds and in their compu- 
tation and had before them at all times 
sheets giving them the fair odds for each 
hand played. 


subjects as groups rather than individu- 
als (see Sec. VID). 


B. INVESTMENT SESSIONS 


In the Investment sessions the sub- 
jects wrote instructions for an agent to 
use in playing for them. The second such 
session was given immediately after the 
Known-risk sessions used to determine 
the utility curves (i.e., the numbers of 
Table 9). On the basis of the instructions 
to the agent, it is possible to obtain ap- 
proximate utility curves which should be 
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Fic. 3a.—Utility curve for subject A-I and straight line showing mathematically fair offer. Offer for 101 
utiles not shown. 
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Utility curve for subject B-IV and straight line showing mathematically fair offer. Offer for 
101 utiles not shown. 
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experimentally independent of utility 
of participation (but not necessarily 
of utility of gambling, whatever this 
means). Comparison of Tables 9 and 10 
shows that subjects in the student groups 
had about the same or a little higher in- 
difference offers in the Investment ses- 
sion. But the Guardsmen group in every 


UTILES 





checked, however, the instructions for 
play written by these subjects appeared 
remarkably different from their actual 
behavior in the risk They 
seemed much less prone to accept offers 
on any hand which were less than the fair 
bet for that hand. The problem arose as to 
whether this new behavior was specific to 


sessions. 


———-—— FAIR OFFER 


——o SUBVECT C- 





Fic 3¢ 
101 utiles not shown 


case had vastly higher indifference offers 
for the Investment sessions than for the 
Known-risk sessions. If one accepts the 
vertical difference between utility curves 
Known-risk 
and Investment sessions as a measure of 
the value of participation, then the 
Guardsmen find participation more and 
more valuable as the sums involved in- 


constructed from sessions 


crease. Compared with the Guardsmen, 
the students are relatively unaffected by 
participation. 

It was originally planned to have the 
second Investment session follow the last 
Known-risk session for all groups. When 
the Investment records of Group C were 


Utility curve for subject C-III and straight line showing mathematically fair offer. Offer for 


an Investment session or whether it 
would persist if Group C were given fur- 
ther opportunities to play. To check this, 
two more Known-risk sessions were run 
with this group. Their behavior in these 


two sessions was approximately the same 
as that in the earlier Known-risk ses- 


sions, so the data of the italicized Known- 
risk sessions of Table 6 were used to con- 
struct utility curves for Group C, after 
all. 

This paper-and-pencil method of test- 
ing has been criticized on the grounds 
that we are measuring what the subjects 
think is the socially accepted or proper 
thing to do or what they think we think 
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they should do, rather than giving infor- 
mation on how the subjects really want 
their broker to play. The critic points out 
that the paper and pencil may lend an air 
of formality and finality that is not pres- 
ent in the regular sessions, making the 
subjects more aware of being observed 
and therefore pushing them in the direc- 
tion of conforming to a norm—say, the 
norm of the odds sheets. This may be the 
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explanation of the Guardsmen’s behav- 
ior. We are not in a position to check 
this view. 

C. UTILITY-PARTICIPATION GRAPHS 


After the results of the behavior are 
reduced to the forms shown in Table 9 
or Figure 3, the question of predicting 
future behavior of the same individuals 
arises. According to the strict consistency 


TABLE 10 


AMOUNT OF MONEY 


IN CENTS CORRESPONDING TO VALUES ON THE UTILE SCALE FOR 


ALL SUBJECTS BASED ON INFORMATION OF SECOND INVESTMENT SESSION 
(Columns for —5¢ and o¢ Are Assigned, Not Measured) 


’ Offer 
Utiles 


vw 


° 
° 
° 
° 
° 


vw 


oooo$o 
COUN aN 


FURTHER INSTRUCTIONS TO AGENT 


16 31 

11 31 

12 28 

12 30 61 
Subject left experiment 


FOR INVESTMENT SESSION 


STUDENTS 


No instructions. 

Play till you drop to 75¢ then stop’ 

No further instructions 

Just stick to these; go above, but not below 
No further instructions 


Do not play against two highest hands unless doing 


very well 


Play hands 1—s inclusive at all times when odds are as indicated or better 
Play 6 & 7 only when total EARNINGS are in excess of $1.00 
Only play to 22255 and 55221 when you are ahead. Otherwise instructions are the same 


S82 


Keep away from double pairs, full house, and four of a kind, except when very good odds and when 
you think you can win. If you get low, play only very good odds 


GUARDSMEN 


If you are ahead you may play the four 4’s for as low as $3.00 


Just play according to what I checked off 


If player finds that he is winning, he shall go ahead and bet at his discretion 
If his winnings exceed $2.50 he may play any and every hand as he so desires, but if his amount shou! 


drop below $0.60, he should use discretion in regards to the odd 


Just play as if it was your own money 


that come up 


and hands | 
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assumption, the only predictions that can 
be made are that offers (or objects or 


probability combinations of objects) 


whose expected utilities are positive will 
always be taken, and those whose ex- 
pected utilities are negative will never be 
taken. As the discussion of Section II in- 
dicates and as the data show, such an as- 
sumption is invalidated by the experi- 
ment. Failing such an assumption, the 





PER CENT 
OF TIMES 
PLAYED 
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difference point and certain offers for 
subjects B-I, B-II, and B-LII that were 
not measured, as explained above. Thus 
for most hands and offers used it is pos- 
sible to compute the expected utility of a 
bet for a particular subject. From this in- 
formation and the data on participation 
(per cent of all opportunities that the 
hand is played at the offer), a graph can 
be made for an individual showing a 


2 KNOWN RISK KANDS 
@ COUBLET HANDS 
WN RISK HANT 


@ TwO &KNC 


@ THREE KNOWN RISK HAND 


SUBJECT ATIT 








Lorie Th 


-.@ 2 


Fic. 4a 


Percentage times played plotted against expected utility for subject A-III. Curve is freehand 


fit to Known-risk points. The fit of this curve to the Doublet points shows roughly how good predictions of 


subsequent behavior are 


natural next-best prediction would be to 
say that offers whose expected utilities 
are positive will be taken more than 50 
per cent of the time. Such a prediction is 
not so quantitative as could be desired, 
and it would seem to waste a good deal of 
the information contained in the data. 
One further possibility for unifying the 
data suggests itself. Since utility curves 
for individuals are now available, most 
offers used in the experiment involve 
amounts of money whose utility has been 
measured; exceptions are offers on the 
44441 hand beyond the individual’s in- 


scatter of points for each expected utility, 
and a curve may be passed through these 
points. This was done by eye, with only 
points for Known-risk sessions plotted on 
the graphs (see Fig. 4, a, 6, c, and d, 
showing four typical scatters). These 
four subjects were chosen to represent 
the student with least spread (A-II1) and 
a medium-spread student (B-IV), the 
Guardsman with least spread (C-I), and 
a Guardsman with large spread (C-III). 
Such a curve is reminiscent of dosage- 
mortality curves in pharmaceutical work, 
where participation corresponds to mor- 
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Fic. 4b.—Percentage times played plotted against expected utility for subject B-IV. Curve is freehand 


fit to Known-risk points. The fit of this curve to the Doublet points shows roughly how good predictions of 


subsequent behavior are. 
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Fic. 4c.—Percentage times played plotted against expected utility for subject C-I. Curve is freehand 
fit to Known-risk points. The fit of this curve to the Doublet points shows roughly how good predictions of 


subsequent behavior are 
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tality and expected utility to dosage, or, 
more generally, such a curve is like a 
classical sensitivity curve. These curves 
for individuals roughly resemble cumu- 
lative normal distributions. Although all 
the scatters pass across the zero expected 
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cent participation point, subject by sub- 
ject, as estimated from a rough graph of 
the subject’s utility-participation curve. 
This quantity is roughly the standard de- 
viation of the density function whose cu- 
mulative is represented by the scatter of 








O KNOWN RISK HANDS 


@ DOUBLET HANDS 


Su@vECT C-Ir 


1 | J 





oa >-~d—p—b-90-lo-— 4.0 
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Percentage times 


Fic. 4d 
fit to Known-risk points 


subsequent behavior are 


utiles at about 50 per cent participation, 
no credit for such a uniformity can be 
given because this finding was built into 
the expected utilities by the construction 
leading to the utility curves. However, it 
is pleasant to find a fairly uniform rise 
and drop of the points on the right and 
left of the origin, and it is still more 
gratifying to find that each subject has 
quite a decent-looking scatter of points. 
The general uniformity of such scatters 
suggests that, if one knew the expected 
utility of an offer for a subject, one could 
estimate approximately the proportion 
of times the offer would be taken. 

In Table 11 is given half the estimated 
distance in expected utiles from the 16 
per cent participation point to the 84 per 


EXPECTED uUTiLiTy 


played plotted against expected utility for subject C-III. Curve is freehand 
rhe fit of this curve to the Doublet points shows roughly how good predictions of 


TABLE 11 


INDEX OF DISCRIMINATION FOR SUBJE( 


Ave rage 


* This is half the distance in expected utiles between esti 
mated 16 per cent and 84 per cent participation from utility 
participation curves 
points. Or, to provide a more palatable 
description, this index is a measure of 
the discrimination used by the subject- 
the smaller this index, the more nearly 
the subject approaches the ideal of the 
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man who always knows which of A and B 
he prefers or whether he is indifferent be- 
tween them. A rough-and-ready interpre- 
tation would regard one utile as equal to 
5 cents in the neighborhood of zero ex- 
pected utilities. Furthermore, since the 
discrimination index is roughly a stand- 
ard deviation, four standard deviations 
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while the Guardsmen react about as fre- 
quently to differences amounting to a 
nickel. 


D. THE DOUBLET SITUATION 


To see whether more complicated of- 
fers than those used in constructing the 
utility curve would be handled by the 


TABLE 12a 


PREDICTED AND ACTUAL PARTICIPATION PERCENTAGES FOR DOUBLET HANDS AND NUMBER 
OF PARTICIPATION OPPORTUNITIES BY SUBJECT* 


Supyecr A-II 


nw oO uw“ ox 
Onwe nu 
“~ oNN 


»,N NWN WN 


wv Nw Ww 
— Owe = SE 


100 
13 
100 
100 
° 
90 


moO 


s 
I 
2! 
54 
3 


- 


° 
Oo 


~ 


* Letters in columns have following meanings P = predicte 


= number of observations upon which A is based 
+ Used in all Doublet sessions but the first 


t Used only in first Doublet session 


might be taken as the band width of the 
general indifference region or, better, “‘in- 
consistency zone”’ of an individual. With- 
in this range the subject may regularly 
both take and refuse the same offer on 
different presentations, but to the right 
of this zone he will almost invariably ac- 
cept the wager, while to the left he will 
almost invariably decline. Thus for stu- 
dent subjects the “inconsistency zone”’ 
in the neighborhood of zero is roughly 
4 X 0.06 utiles X 5¢/utile = 1.2¢ long, 
while that for the Guardsmen is about 
4 X 0.25 utiles X 5¢/utile = 5¢ long. To 
put it another way, the students have an 
eye for differences little larger than a 
penny when small amounts are involved, 


1 ner 


Suayect A-IIl Supyect A-IV 


P 


pariicipavion and 


subjects in a way that could be predicted 
from their expected utilities, the Doublet 
situation was used. Since there were two 
hands, there were three outcomes: (1) 
beat the high hand and receive A, cents; 
(2) beat the low hand but not the high 
one and receive A, cents; and (3) not 
beat either hand and lose 5 cents. So the 
expected utility of a Doublet hand is 


E(U)=p,U(Ay¢) + (po— pi) U( A) 
+(1 — pz) U(—5¢#), 
where 
1 = probability of beating the higher hand , 


p2 = probability of beating the lower hand, 
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and the utilities of A, and A, are read 
from the subject’s previously constructed 
utility curve. In Figure 4 the solid circles 
are the results for the Doublet hands. In 
Tables 12a, 6, c, and d are given predic- 
tions of per cent participation in Doublet 
hands by subjects (based on the utility- 
participation curves previously present- 
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ed), along with the observed frequencies. 
Here the fact that hands with positive 
utility are usually played is mot an arti- 
fact of the computation scheme, as it 
was in the original utility-participation 
graphs. 

As was to be expected, the Doublet 
sessions caused considerable confusion, 


TABLE 126 


PREDICTED AND ACTUAL PARTICIPATION PERCENTAGES FOR DOUBLET HANDS AND 
NUMBER OF PARTICIPATION OPPORTUNITIES BY SUBJECT* 


Supject B-Il 


DovsLetTs 


* For meanings of letters in columns see note * to Table 124 


Susyect B-IIlI 


Susyect B-IV 


P 


99 
Q2 
17 
100 
98 


12 


Si 


07 


t Would require extrapolation of utility curve to determine the expected values of the hand 


TABLE 12c¢ 


PREDICTED AND ACTUAL PARTICIPATION PERCENTAGES FOR DOUBLET HANDS AND 
NUMBER OF PARTICIPATION OPPORTUNITIES BY SUBJECT* 


Sunject C-II 


in Wn HW WH Ww Ww WwW Ww 
Vianna 


Iry 


12§ 14 


* For meanings of letters in columns see note * to Table 124 
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t Would require extrapolation of utility curve to determine the expected values of the hand. 


t Used in all Doublet sessions but the first one 
§ Used in the first Doublet session only 
Absent 
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which is reflected in a larger inconsist- 
ency zone. On the other hand, the predic- 
tions from the Known-risk to the Dou- 
blet sessions seem rather satisfactory to 
the authors. It should perhaps be men- 
tioned that most of the small percentage 
differences in Table 12d come from the 
extremes of the scale. 
TABLE 12d 
SUMMARY OF TABLES 12a, 6, AND ¢ FOR 
DOUBLET HANDS WITH MORE 
THAN 20 OBSERVATIONS 


Frequency TABULATION OF DIFFERENCE BE- 
TWEEN Prepictep AND Osservep REsvULTs 
ror Dovrtet HAnps IN PerRcenTAGES 


E. THE PAIRED-COMPARISON SITUATION 


In the Paired-comparison situation 
the subjects were forced to choose be- 
tween two hands. Each of these hands, of 
course, had its own expected utility for 
the subject, based on his previously de- 
rived utility curve. The utility-curve 
method, then, might be compared with 
the money-value method in predicting 
which choice would be made by the sub- 
ject. In other words, the utility-curve 
method would predict that the hand with 
the larger expected utility would be pre- 
ferred, while the money-value method 
would predict that hands with the higher 
expected money value would be pre- 
ferred. In Table 13 these results are com- 
pared. Here a case means one pair of 
offers presented to one subject. Of course, 
each pair was presented several times, 
and the subject’s over-all preference is 
being compared with the prediction. The 
letters ““R’’ and “W” stand for “right”’ 


and “wrong”’ predictions. The “‘?’’ means 
that expected utility is identical for the 
two hands as nearly as we were able to 
tell, while “‘Imp.’’ means “‘impossible”’ to 
tell because the expectancy in utiles 
could not be calculated for one of the 
hands. This calculation difficulty did not 
destroy the usefulness of these hands for 
their original purpose, which is not re- 
ported here. As a matter of fact, the 
present comparison is an afterthought 
and was not originally envisaged in the 
experimental design. In groups A and C 
the money-value and utility predictions 
are about equally accurate. But in Group 
B, of the 23 cases of disagreement, the 
utility computation is correct 21 times. 

Two further computations of interest 
show the percentages correct as a func- 
tion of the difference between the offers 
in a pair measured in expected utiles and 
in expected money value. The lines of the 
table roughly correspond. Thus the 54 
per cent correct for the utility method 
corresponds approximately to the 42 per 
cent correct for the money-value method. 
In Table 14 the same 12 cases are missing 
from the summary of the utility method 
that are shown as “?”’ or “Imp.” in 
Table 13. If the reader feels that any in- 
justice has been done, he may split the 
8 ‘‘?”’ entries 4 and 4 in the 0.01 to 0.15 
line of the utility table. He will then find 
only 53 per cent correct instead of 54 per 
cent for the utility method. This leaves 
only 4 cases unaccounted for. 

This comparison suggests that the 
utility method can be used to compare 
two offers and that it is somewhat more 
successful as a predictor than the ex 
pected money-value method. 


F. THE DECISION TIMES 


An extended discussion of the times 
taken by subjects to decide to play or not 
to play will be given elsewhere. It is of in- 
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terest, however, to know that these de- 
cision times have some relation to the no- 
tion of utility. In particular, as the ex- 
pected utility goes from negative to posi- 
tive, the average time taken by a subject 
to decide fo play decreases. Similarly, as 
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computations supply an independent 
check on the reasonableness of the utility 
measurements and, moreover, give an 
additional way of thinking about the con- 
cept of indifference. This phenomenon is 
not an artifact of the experimental design 


TABLE 13 


COMPARISON OF PREDICTIONS OF PREFERENCES MADE BY THE EXPECTED 
UTILITY AND THE EXPECTED MONEY-VALUE METHODS IN THE 
PAIRED-COMPARISON SITUATION* 


Imp 
Total 
* The letters 


and ‘‘Imp.”’ for impossibili 
one pair of offer 


ty of prediction 


the expected utility goes from negative 
to positive, the average time taken by a 
subject to decide not to play increases. If 
straight lines are plotted to represent the 
decision times as a function of expected 
utility, the line representing “‘play”’ will 
have a negative slope, and the line repre- 
senting ‘“‘not play’’ will have a positive 
slope. Computations reveal that the 
utility co-ordinate of the intersection of 
these lines, which represent the relation 
between time measurements and expect- 
ed utility, comes rather close to the zero 
point of the expected utility scale. Such 


Money VALUE 


All Groups Combined 


45 37 


3 
3 


7o 


j 


“*W’’ stand for ‘‘right’’ and ‘“‘wrong”’ predictions, ‘‘?’’ for equality of the hands, 
A case represents the preference displayed by one subject for 


but is a bona fide experimental finding. 
It could just as well have happened that 
the “play’’-‘‘not play” lines would not 
have intersected at all, or at least that 
they would not have intersected in any 
reasonable neighborhood of the zero 
point of expected utility. It is true, of 
course, that common sense suggests that 
the slopes of the lines would be as they 
are. 
V. PSYCHOLOGICAL PROBABILITY 

Preston and Baratta" reported in 1948 
an experiment designed to study the no- 

4 Op. cit 
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tion of psychological probabilities in 
relation to mathematical probabilities 
through the medium of a game. Par- 
ticipants used play money to bid for 
gambles. A gamble is a prize with a 
certain probability of winning attached. 
Example: prize of $500 play money with 
probability of winning 0.75. The mathe- 
matical expected value is $375, and the 
average successful bid was $305. From 
such information Preston and Baratta es- 
timated what psychological probability 
was needed to correspond to the mathe- 
matical probability of 0.75. In the 
example given, it would be about 
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On the other hand, one of their findings 
is that the “indifference point on the scale 
of probabilities’ (psychological proba- 
bility egua/s mathematical probability ) is 
in the neighborhood of 0.20. For stu- 
dents, no such point was discovered, but 
for Guardsmen there is such a point in 
the neighborhood of p = 0.5. An explana- 
tion that immediately leaps to mind is 
that Preston and Baratta have mixed 
subjects, naive and sophisticated in 
knowledge of probability. This happy ex- 
planation falls to the ground when it is 
discovered that knowledge of probability 
is one of the variables which those au- 


TABLE 14 


NUMBER AND PERCENTAGE OF CASES* CORRECTLY PREDICTED AS A FUNCTION 
OF DIFFERENCE IN EXPECTED UTILITY AND OF DIFFERENCE IN 
EXPECTED MONEY VALUE 


Prepicrion py Expectep Utiuity Vatur 


All Groups Combined 


Difference in 
Expectancies 
in Utiles of the 
Iwo Offers 


No No 
Right 


Per Cent 
Right 


Wrong 


©.O01-0.15 37 3 54 
0.16-0. 30 21 75 
©.31-0.45 13 : 81 
o.46 and above 14 03 


* A ‘case 


305/500 = 0.61. On the basis of such 
data, the authors graph an average 
relation between mathematical and psy- 
chological probability. Using the data of 
the present article, similar psychological 
probabilities can be derived for compari- 
son with Preston and Baratta’s results. 
This is done in Table 15, where the Pres- 
ton and Baratta numbers are read from 
their Figure 1, and student and Guards- 
men results are medians from the present 
study. 

There certainly is general agreement 
between the Preston and Baratta data 
and the numbers of the present study. 


Prepiction py Exrpecrep Monry VALut 


Difference in 
Actuarial Values 
(in Cents) of 
Two Offers 
$o 
° 
I 
2 


represents the preference displayed by one subject for one pair of offers 


TABLE 15 

COMPARISON OF TRUE AND 

PROBABILITIES FROM PRESTON AND BARATTA 

AND FOR THE STUDENT AND GUARDSMEN 
GROUPS OF THE PRESENT EXPERIMENT 


PSYCHOLOGICAI 


Approximate 
Guardsmen 


Nes 


‘ Students 
True 


Probability Hate 
0.667 0.54 
495 47 
332 30 
167 ‘ 16 
ogo os! 
047 038 
0.010 


* Preston and Baratta 





398 


thors controlled in their experiment. 
Thus no ready explanation of the dis- 
crepancy between the results is available. 
It is also interesting to note that Grif 
fith,’® through a study of horse-racing 
odds (after correction for track take), 
found a corresponding indifference point 
at about p = 0.16 (although he is un- 
willing to go along with Preston and 
Baratta’s complete interpretation). The 
results of the present study seem not to 
agree too well with either Preston and 
Baratta or Griffith in this respect. 

In the actual play of the game, par- 
ticipants bid many times, and the win- 
ning bidder drew essentially from a table 
of random numbers to decide whether he 
won the particular gamble or not. The 
funds of subjects depleted or piled up as 
the game progressed. At the end the par- 
ticipant with the most play money re- 
ceived a prize. This would suggest that 
the auctioning system might not be inde- 


pendent from hand to hand but that bid- 
ding behavior should depend drastically 
on an over-all strategy designed to get 
the single prize, since it does not matter 


by how much one loses if he loses. Such a 
strategy might be much in evidence 
toward the end of the game, when it be- 
came clear that the losing members must 
gamble or lose the prize. Preston and 
Baratta kindly made available to us in- 
formation about the sequences in which 
their gambles were presented. Our analy- 
sis of their results by sequences did not 
reveal to us any evidence of differential 
bidding for gambles at the beginning and 
end of the game; therefore, the strategy 
explanation does not seem adequate. 
There are further conjectures available 
as to why such an effect would not be 
found, but it seems best to get off the 
conjecture train here. 

'S R. M. Griffith, “Odds Adjustments by American 


Horse-Race Bettors,’”’ American Journal of Psy- 
chology, LXII (1949), 290-94. 
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The present authors find some difficul- 
ties in the notion of psychological proba- 
bilities that need to be cleared up. First, 
is the total psychological probability in a 
situation to be fixed at unity, and does 
additivity hold? If so, just how is this 
done? To give an illustration, suppose the 
mathematical probability of A happen- 
ing is 0.5, and that of not-A happening is 
also 0.5; then, using Preston and Barat- 
ta’s curves, the psychological probability 
of A is 0.42. The same psychological 
probability value would hold for not-A, 
and, assuming additivity, the total 
probability would be 0.84, which is less 
than unity. The failure of the total proba- 
bility to be unity seems unsatisfactory. 

By using a many-choice situation and 
small mathematical probabilities, a situa- 
tion could be constructed in which the 
total psychological probability would be 
greater than unity on the basis of Table 
15, because for small mathematical 
probabilities Preston and Baratta find 
that the psychological probabilities ex- 
ceed the mathematical, as we do for the 
Guardsmen. In a two-choice (A, not-A) 
situation, these troubles could be partly 
avoided. It could be argued that an indi- 
vidual orients himself psychologically to 
a particular outcome—say, A—and splits 
the total probability into Ps(A) and 1 — 
P;(A), where Ps(A) means psychologi- 
cal probability of A. Such an approach 
might handle two-choice situations, but it 
is difficult to see how probabilities de- 
rived from two-choice situations could 
be used to predict in the Doublet situa- 
tions (where three probabilities must be 
known)."* This kind of difficulty makes 

® Ramsey (op. cit.) seems to be able to avoid the 
problem of setting up a correspondence between 
empirical (or mathematical) probabilities and 
psychological probabilities by introducing the con- 
cept of ‘‘degree of belief” in a proposition p. If 
several propositions have equal empirical probabili- 
ties, their degrees of belief apparently need not be 
the same in Ramsey’s system. 
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it impossible to compare some results of 
the present study with theirs. 

Such criticisms do not affect the im- 
portance of Preston and Baratta’s ex- 
periment, but they do call for some fur- 
ther discussion of one of their interpre- 
tations. 

VI. DISCUSSION 
A. GENERAL RESULTS 


From the material of Section IV, we 
conclude that for simple wagers it is pos- 
sible to construct utility curves experi- 
mentally. There are considerable indi- 
vidual differences in the utility curves, 
as indicated by the results of Table 9, but 
the great difference is between the stu- 
dent groups and the Guardsmen group. 
The former, by and large, behave in ac- 
cordance with classical diminishing-re- 
turns notions, while the latter do not, at 
least over the range of values measured. 
In so far as both increasing and diminish- 
ing returns have been observed, there is 
some experimental support for Friedman 
and Savage's arguments about inflection 
points in the utility curve, although it is 
true that such inflection points have not 
been very reliably observed within single 
subjects. 

The utility curves were used to predict 
future behavior on more complicated 
wagers. These predictions are not so good 
as might be hoped, but their general di- 
rection is correct. 

The notion that subjects would con- 
sistently prefer A to B or consistently be 
indifferent to A or B was not supported. 

B. SOME CRITICISMS: EXPERIENCE 

One of the uncontrolled factors in the 
experiment was the amount of experience 
a subject had in playing against each 
hand. This experience depended upon the 
number of times which a subject and the 
other members of the group with which 
he met had elected to play against each 
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hand. The number of times a subject 
could see what happened when either he 
or other members of the group played 
against a particular hand could vary 
widely from group to group. The only 
hands on which very large differences did 
occur, however, were the two for which 
the probability of winning was least 
(44441 and 22255). For example, in all 
Known-risk sessions, Group B played 
against hand 22255 only 73 times, while 
Group A played against it 341 times, and 
Group C 520 times. 

Professor John Tukey, of Princeton 
University, has suggested that this prob- 
lem be handled by making every subject 
roll at every opportunity, whether or not 
he had elected to bet. The result, of 
course, would not count, either for or 
against him, if he had not elected to bet. 
The only disadvantage of this procedure 
is the amount of extra experimental time 
it would require. Both the greater 
amount of experience and the greater 
uniformity of experience which the sub- 
jects would get on each hand would be 
marked advantages. This suggested pro- 
cedure might well be adopted in any fur- 
ther experimentation. 


C. EFFECT OF THE AMOUNT OF MONEY IN 
FRONT OF SUBJECT UPON HIS 
DECISIONS 

In evaluating results, one difficulty 
stems from the fact that the subject had 
differing amounts of money in front of 
him when he made decisions. In both the 
pilot study and the experiment a subject 
“rolled” immediately after making a de- 
cision to play. If he won, he was im- 
mediately given an amount of chips cor- 
responding to the offer; and, if he lost, he 
had to give the experimenter a white 
chip worth 5 cents. Each time he played, 
then, the amount of money he had on 
hand changed before his next decision. 
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One possible criticism could be that 
the subject changes his utility curve with 
these changes in capital, so that each de- 
cision he makes depends upon the 
amount of money he has on hand at that 
particular moment. Such a criticism is 
not unreasonable—indeed, there are 
some data available from the pilot 
study to support this criticism. Fur- 
thermore, written instructions for the 
Investment session (Table 10) are in 
some cases contingent on the total 
amount of money on hand. An analysis 
of frequency of play broken down by 
amount of money on hand and by mone- 
tary offer is quite expensive to make. 
This analysis was carried out for some 
subjects in the pilot study but not for 
subjects in the experiment. The pilot- 
study subjects had utility curves similar 
to those of the student subjects in the 
experiment. 

Some of the results of this analysis are 
shown in Table 16. Rather than use space 
for all the data, a systematic sample will 
be given. Subjects were arbitrarily num- 
bered from 1 to 8, and the first two sub- 
jects displayed for the lowest hand, the 
second two for the next lowest, etc. The 
best information on this is obtained from 
an examination of the middle offers. Sub- 
jects P-I, P-VI, and P-VIII seem to show 
a clear trend of being more likely to ac- 
cept an offer as their money on hand in- 
creases, as examination of Table 16 re- 
veals. In this table notice that subject 
P-I, in playing against the even-money 
hand, played against offers from 5} to 6 
cents, with frequencies depending on the 
amount before him. When he had 75 
cents or less, he played 24 per cent of the 
21 times he could have; with 76-175 
cents he played 59 per cent of the 17 
times he could have; and with more than 
175 cents on hand he took all but one of 
the 14 offers. 
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One way to handle this problem would 
be to change the experimental procedure. 
Instead of having the subject roll im- 
mediately after each decision to deter- 
mine the outcome, one could have him 
first make all decisions for the entire 
series of offers used in any session. After 
he had completed this part, he would 
then roll against those offers where he 
had decided to play. If he ran out of 
money at any point during this second 
part, he would, of course, be required to 
stop; but all his decisions could still be 
used for calculating his utility curve. 
This change in procedure would have at 
least two marked advantages. All de- 
cisions of the subject would be made 
while he had a constant amount of 
money in front of him—his original en- 
dowment for the session of $1.00. And 
his decisions would be uninfluenced by 
experience of success or failure during 
that session. On the other hand, by inter- 
posing a relatively long delay between 
the decision and knowledge of the out- 
come of that decision, this procedure 
might make the events seem more me- 
chanical and less “‘realistic’’ to the sub- 
ject, and so affect the results detrimen- 
tally. As a matter of fact, there is some 
evidence that the Guardsmen would be 
affected by such a procedure. In the In- 
vestment session their written decisions 
did not correspond to their behavior in 
the actual play of the game. This may be 
a much more serious factor than the in- 
fluence of the amount of money on hand. 

In the pilot study, offers involving 
half- and even quarter-cents were tried, 
as Table 16 suggests. It was thought that 
finer measurements could be obtained by 
using a finer scale. Such wagers turned 
out miserably. For example, a subject 
in possession of a chip worth half a cent 
would take another offer involving half a 
cent at odds much worse than those he 





TABLE 16 
THE RELATION BETWEEN AMOUNT OF MONEY ON HAND AND FREQUENCY OF 
PARTICIPATION FOR SELECTED HANDS AND SUBJECTS 


STRATIFIED BY OFFER* 


Orrer in CENTS Orrer in Cents 


AMOUNT 


on Hanp Subject P-I 


Subject P-II 
(Cents) 


Hand 66431 


92,13 3 o, 


97,29 5! 5,22 
100,12 


Hand 55221 


Subject P-II! Subject P-IV 


Subject P-V Subject P-VI 


Subject P-VIII 


5-75 3, 75,8 19 
70-175 , »3 ’ ) 100, 3 47 
Over 175 ‘ 3 I 100, 4 68 


* The second entry gives the number of times the offer was made, while the first entry gives the percentage of times that the 
offer was taken 
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had consistently refused. He was merely 
trying to get an integral number of cents. 
Thus the half-cent chip in front of the 
subject influenced his behavior unduly, 
from the point of view of the experi- 
menters. In the experiment proper, frac- 
tions of cents were not used in any offers. 
D. EFFECT OF GROUP PARTICIPATION 

Ideally, each subject should have been 
put through the procedure individually, 
but this would have required an excessive 
amount of experimental time. Therefore, 
the compromise procedure of using small 
groups of five subjects was adopted (see 


last paragraph of Sec. IVA). 

At the first session of each group the 
subjects were strongly warned not to 
make any comments about any other 
person’s decisions. Throughout all the 


sessions this rule was rarely—in fact, al- 
most never—violated. The strongest de- 
sires to violate this rule developed in the 
pilot-study group, which contained the 
one subject for whom no utility curve 
could be calculated. His unusual behav- 
ior apparently deeply offended the sensi- 
bilities of the other subjects, particularly 
since he did not always lose his money as 
a result of such behavior. In private in- 
terviews after the study was completed, 
the other subjects were sarcastic and 
contemptuous of his style of play. Yet 
they never commented upon his decisions 
during the actual sessions. 

It might be thought that the subjects 
would form coalitions against the experi- 
menters. If all subjects had consistently 
refused to accept a series of offers, the 
experimenters would have been forced to 
raise the offers in order to get informa- 
tion. A group coalition could have deter- 
mined the limits of the offers made on 
any hand. That such coalitions did not 
occur was probably due to at least two 
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reasons: first, the rule that the subjects 
were not to discuss the experiment either 
among themselves or with other persons 
and, second, the subjects seemingly never 
became aware of the reasons for changing 
offers to a hand. So far as they could see, 
this was independent of their own play. 
Within any one session no offers were 
changed at all by the experimenter, no 
matter what the subjects did. From ses- 
sion to session not all offers to a hand 
were ever changed, and often no changes 
were made. 
E. THE UTILITY OF GAMBLING 

The notion of utility of participation 
has already been discussed (see Tables 9 
and 10), but there still is the criticism 
that gambling itself may have utility. 
The authors have no good experimental 
method of approaching this problem. 
Some attempts in the pilot study came to 
nothing. Nonetheless, this criticism has 
a tendency to be overworked—especially 
by people who have no notion how to 
measure such a utility. Mere exhilaration 
over winning is not enough to imply that 
gambling has utility; behavior must be 
changed before we shall be interested in 
this effect. Furthermore, there is no rea- 
son to assume that utility of gambling 
has a large effect, compared, say, to 
utility of participation, as discussed earli- 
er. Indeed, the writers would prefer to de- 
fer discussion of this point until a way of 
testing arguments about it is provided. 


F. TRIVIALITY OF SUMS INVOLVED 


Some persons with whom the pilot 
study was discussed commented that the 
results might not be meaningful because 
the amounts of money which the subjects 
could obtain were trivial. 

To meet this criticism, emphasis was 
placed on selecting for the experimental 
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study subjects who needed money. All 
student subjects were selected from ros- 
ters kept by the Student Employment 
Office. While participating in the experi- 
ment, these students had to give up oth- 
er opportunities for part-time employ- 
ment at which they could earn approxi- 
mately a dollar for an hour’s work. The 
National Guardsmen were selected as 
subjects to insure having a group with a 
less favored economic status than the 
student subjects. 

In those Known-risk sessions 
which the data for calculating the utility 
curves were obtained, the largest amount 
which a subject could win on a single 
round (i.e., the highest offer for beating 
hand 44441) represented a sizable frac- 
tion of his regular weekly income or ex- 
penditures. For the student subjects this 
offer amounted to approximately 30-50 
per cent of their monthly room rentals 
and was generally either equal to, or 
more than, their average weekly earnings 
from other part-time work. For the Na- 
tional Guardsmen this offer amounted to 
16-43 per cent of their monthly home 
rental and was equal to approximately 
11~14 per cent of their weekly take-home 
pay from their regular jobs. 

During the final interview all subjects 
were asked the uses they had made of 
their earnings from this study. Most stu- 
dents reported that they had used the 
earnings to pay for general living ex- 
penses, recreation, and books and other 
school supplies. One student, however, 
reported that he had used his earnings to 
repay some old debts incurred when he 
had owned a car. Most of the National 
Guardsmen also said that they had used 
their earnings for everyday living ex- 
penses. One, however, reported that he 
had saved his earnings to buy a layette 
for an expected baby. Another, who be- 


from 


403 


came unemployed during the course of 
the study, remarked that his winning a 
sizable amount in one session was very 
opportune, since it gave him the means 
of paying some overdue insurance pre- 


miums. 

Although the amounts of money in- 
volved were small in comparison to those 
involved in many situations considered 
by economists, it seems apparent that 
both the possible and the actual earnings 
were not entirely trivial from the point 
of view of the subjects. On the other 
hand, from any long-run point of view 
the amounts were indeed trivial. No 
windfall from this experiment would be 
enough to buy a house or a new car or 
enough 6 per cent bonds to defray regu- 
larly the cost of the daily newspaper. Per- 
haps one can never meet this point 
squarely. As Ramsey says, “Since it is 
universally agreed that money has a di- 
minishing marginal utility, if money bets 
are to be used, it is evident that they 
should be for as small stakes as possible. 
But then again the measurement is 
spoiled by introducing the new factor of 
reluctance to bother about trifles.”” 


VIL. CONCLUSION 


On the basis of the results of the ex- 
periment described in this paper, the 
authors conclude: 

1. That it is feasible to measure utility 
experimentally. 

2. That the notion that people behave 
in such a way as to maximize their ex 
pected utility is not unreasonable. 

3. That on the basis of empirical curves 
it is possible to estimate future behavior 
in comparable but more complicated 
risk-taking situations."* 

'7 Op. cit., p. 176 


'® Professor Armen Alchian, who discussed the 


present paper at the joint session of the American 
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4. That there is some support for the 
inflection-point analysis offered by Fried- 
man and Savage, although this support 
is not wholly satisfactory—i.e., there is 
no contradiction, but the support is 


meager. 
5. That subjects are not so consistent 


Statistical Association, the American Economic 
Association, the Econometric Society, and the Insti- 
tute of Mathematical Statistics, suggested that 
conclusions 1 and 2, in so far as they mean anything, 
mean the same thing as conclusion 3 
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about preference and indifference as pos- 
tulated by Von Neumann and Morgen- 
stern but have a graded response, gradu- 
ally increasing the frequency of risks 
taken as the value of the risk increases. 

6. That this effect may be negligible in 
the practical situations which economists 
wish to consider 

7. That, in spite of extensive instruc- 
tion and experience, some individuals 
continue to take wagers which lead to 
monetary losses in the long run. 





LABOR AND OUTPUT IN SOVIET CONCENTRATION CAMPS 


NAUM JASNY'‘ 


Food Research Institute, Stanford University 


ECRECY has its reverse in exaggera- 
tion. The Soviets, not without de- 
cidedly good reasons, are making 

a secret of their concentration camps, 
and this gives free rein to exaggeration in 
the Western world. A publication of the 
American Federation of Labor contains 
the statement: 


Some have estimated the number in concen- 
tration camps as high as 20 million. Mr. Dallin 
uses a conservative figure of 8 to 12 million in 
1947, after careful examination of all evidence. 
Mr. Kravchenko states that during the war “in 
official circles twenty million became the ac- 
cepted estimate.” 


B. I. Nikolaevsky’s assumptions with 
reference to the camps of the Far East 
imply a very high total for the inmates 
in all camps: 


rhe importation of from 400,000 to 500,000 
of slave colonists [to Magadan and other Dal- 
stroi ports] each year appears credible. At any 
rate, the total number of prisoners brought into 
Kolyma region during the first ten years of 
Dalstroi’s existence (i.e., 1932 through 1941) is 
in the millions.3 


Figures of fifteen to twenty million in 
concentration camps are of course fan- 


* Thanks are due to George Denike, one of the 
best students of Soviet life, for valuable suggestions 
[ relied heavily on his familiarity with the publica- 
tions of the former inmates. I am also pleased to 
mention that Mr. Denike is in general agreement 
with the analysis in this paper. 

* Labor Monthly Review, IX, No. 5 (May, 1948), 6. 
The year in the citation, 1947, apparently pertains to 
the time of publication of the book cited in n. 3. 

3 Nikolaevsky in David J. Dallin and B. I. 
Nikolaevsky, Forced Labor in Soviet Russia (New 
Haven, 1947), p. 137. Dalstroi in the Kolyma region 
is the camp organization in the Soviet Far East, 
primarily engaged in gold-mining. 


tastic, implying, as they do, that nearly 
one-third, or more, of adult males are be- 
hind the bars. Specifically, Nikolaevsky’s 
estimates would possibly be closer to the 


mark if a zero were omitted at the end 
of each of his figures. Even the eight 
million, believed very conservative, ap- 
pears to be a great exaggeration upon 
closer analysis. In addition to considera- 
tion of the age and sex composition of the 
population, already alluded to, the geo- 
graphical distribution of the camps calls 
for caution. The camps are normally lo 
cated in entirely unpopulated or very 
thinly populated areas, with very limited 
economic activities. 

The attempts of the Soviet govern- 
ment to conceal the existence of concen- 
tration camps made sense a few years 
ago. Especially in the favorable atmos- 
phere of the U.S.S.R. as a war ally, many 
believed the Soviet denials or at least felt 
it wise to ignore the evil. It is different 
today, when dozens of former inmates 
are at hand to testify to the existence of 
the camps. Official recognition of the 
camps would not add much now to what 
everyone believes. But while the fact, un- 
fortunate for the Soviets, that so many 
former inmates (an extremely minute 
percentage of their total number) finally 
succeeded in becoming free eliminates 
any doubt with reference to the existence 
of concentration camps, it does not help 
to solve the problem of the number of 
persons in the camps. The inmates are 
not in position to know their total num- 
ber, and it is only human if they exag- 
gerate, and exaggerate greatly. 
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Fortunately, an official document 
which throws light on the number of 
persons in the camps has recently become 
available. It may be a disappointment to 
some believers in large figures that the 
number of inmates turns out to be much 
smaller than they have grown used to 
accepting. (I have always believed the 
large figures absurd.) But the document 
is an authentic testimony that at the end 
of 1940, when the U.S.S.R. was not at 
war, the Soviets expected to have mil- 
lions in concentration camps in 1941, 
without, it should be noted, going to 
war and having prisoners of war to put 
into the camps. The millions of inmates 
to which the document testifies are not 
the exaggerations of naturally embit- 
tered former inmates, or similar fantasies 
of political writers with whom restraint 
is not a characteristic virtue, but real 
millions officially acknowledged. This 
document is commonly called the ‘‘1941 
Plan,”’ and hereinafter it is so cited. 


THE 1941 PLAN 


The official title of the document is 
State Plan of Development of National 
Economy of the U.S.S.R. for 1941 (Sup- 
plement to the Order of SNK, U.S.S.R., 
and VKP{b], No. 127 of January 17, 
1941). There are 377 supplements, all 
combined in one volume. Each supple- 
ment has a separate number, and each 
carries the warning ‘‘not to be disclosed.”’ 
I have been unable to find the govern- 
ment order referred to in the supple- 
ments. Only a little information on the 
1941 Plan was disclosed in due time. The 
principal source was the short report of 
Voznesenskii, then president of the Gos- 
plan (State Planning Commission), to 
the Supreme Soviets. While the docu- 
ment here analyzed speaks freely of the 
economic activities of the organizations 
in charge of concentration camps, not a 
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word of course is found on them in Voz- 
nesenskii’s report or in other pronounce- 
ments on the 1941 Plan released with- 
out limitations as to circulation. 

The authentic nature of this volume 
of 746 pages is beyond any doubt. I have 
studied carefully all published Soviet 
plans, and there is nothing in this docu- 
ment which would not fit perfectly into 
the line. There are, it is true, deviations 
from the released versions of the preced- 
ing plans. The so-called 1941 Plan does 
not have any text, nor does it contain 
the usual data for the base year, in this 
case 1940. But the absence of text is ex- 
plained by the character of the docu- 
ment, consisting of supplements, while 
the absence of data for the base year 
must be due to the fact that the docu- 
ment, unlike the released plans, was not 
intended as an explanation but simply as 
an order for action by the persons con- 
cerned. Moreover, data for the base year 
are absent in the fourth Five-Year Plan 
released without limitation as to 
circulation. So far as figures in the docu- 


any 


ment are concerned, each one makes per- 
fect sense in relation to all other evidence 
on the Soviet economy. There is also no 
apparent reason for anybody, and es- 
pecially the Soviet government, to have 
put out a falsified document of this type 
and size. 

A noteworthy feature of the document 
connected with concentration camps 
should be pointed out before turning 
to the main issue. Although each sup- 
plement is marked “‘not to be disclosed,” 
there was a secret supplement or supple- 
ments which contained, along with data 
on armament production, such data as 
gold production and details of the output 
of nonferrous metals and synthetic rub- 
ber. Gold production in the eyes of the 
Soviets was a greater secret than par- 
ticulars on concentration camps. These 
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were only a mild secret. Otherwise they 
would not have been discussed freely in 
a printed document which certainly had 
a relatively wide circulation. Moreover, 
the document not only speaks of the ac- 
tivities of the NK VD (People’s Commis- 
sariat of Internal Affairs, now MVD, 
Ministry of Internal Affairs), which, al- 
though almost fully pertaining to con- 
centration-camp labor, does not sound so 
revealing. The 1941 Plan unhesitatingly 
mentioned specifically such renowned 
hate-inspiring camp organizationsand di- 
visions as GULAG, UKhTIZhEMLAG, 
and DALSTROI. 

Now as to these particulars on the con- 
centration camps in the 1941 Plan. The 
document does not contain any data on 
the number of camps or of their inmates. 
Neither does it give any details on the 
economic activities of the NK VD, except 
for information that this commissariat 
(or its subdivisions) was expected to con- 
struct or produce “so-and-so much”’ in 
values or physical terms. The only ex- 
ception, Supplements 262-63, is repro- 
duced in Table 1. 

The figures in Supplements 262-63 ob- 
viously could not have covered all eco- 
nomic operations of the NKVD in in- 
dustry and of its GUZhOSDOR, as is 
apparent from the other data in the 1941 
Plan. Furthermore, the average wages 
which were paid in the industrial enter- 
prises of the NKVD for which Supple- 
ments 262-63 provide the data (about 
5,000 rubles per year) substantially ex- 
ceeded the average wages of all Soviet 
wage-earners, which was expected to av- 
erage in 1941 not quite 4,300 rubles. 
There seems to be no other explanation 
than that the data of Supplements 262 
63 pertained to employment of “free” 
labor (free so far as such exists in the 
U.S.S.R.) by the NKVD. The wording 
may even imply that this was all the free 
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labor employed by it.‘ The rest of the 
NKVD industrial activities were ap- 


parently to be performed with concentra- 
tion-camp inmates. 

To interpret the data pertaining to 
concentration camps in the 1941 Plan, a 
few methodological remarks are neces- 
sary. But it must be emphasized that the 
computations made with the help of 


TABLE 1 


LABOR PRODUCTIVITY,* NUMBER OF WAGE 
EARNERS, AVERAGE WAGES, AND WAGI 
FUND FOR 1941 IN INDUSTRY AND GUZHOS 
DOR NKVD U.S.S.R.t 


Number 
of Average 
Workers Wage 
Rubles 


Wage 

Fund 
Millior 

Rubles 


Industrial enter prises: 
Total 
Workers 
Technicians 
Employees 
Not specified (balance) 


GUZhOSDOR:?t 
Total§ 
Workers 
Technicians 
Employees 
Not specified (balance) 


3.90 

* Output per worker in industry (rubles 

t 1941 Plan, p. 545, Supplements 262-63 

t GUZhOSDOR apparently stands for State Organization 
r Paved Roads 


§ Current and capital repairs of roads 


these interpretations necessarily involve 
a great deal of estimation, partly or even 
largely arbitrary, and that the conclu- 
sions at best will be within a rough range 
of approximation. 
THE CONCEPTS INVOLVED 

It is generally agreed that Soviet fig- 
ures for totals of industrial production, 
construction, transportation, and so on 
are comprehensive, i.e., that they include 


4Free labor employed by the NKVD in secret 
enterprises such as gold-mining may be additional 
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also outputs which are not commonly 
specified, as, for example, output of ar- 
maments and gold. The outputs of the 
NKVD produced with camp labor must 
also be included in those totals. 

It ismy assumption that the last popu- 
lation census, i.e., that of 1939, also was 
comprehensive, the concentration-camp 
inmates probably appearing in the re- 
leased version of the census under their 
occupations before coming to the camps. 
In the same way I assume that all other 
references to the population include the 
concentration-camp inmates. This does 
not, however, imply that the same is true 
of current labor-force statistics. 

David Dallin, the recognized authori- 
ty on Soviet concentration camps, ap- 
parently believes that all inmates are al- 
ways included in the labor-force sta- 
tistics. He bases his assumption on evi- 
dence received from former inmates.’ But 
the assumption seems only partly cor- 
rect. I believe that the concentration- 
camp inmates are included in the data on 
the labor force only in so far as the 
NKVD (MVD) hires out or otherwise 
hands over the inmates for work to enter- 


prises of other commissariats (minis- 


tries) or organizations. In my opinion, 
the concentration-camp inmates are not 
included in labor-force statistics so far as 
they are employed in the NKVD’s own 
enterprises. 

The evidence for the assumption that 
those employed in such NKVD enter- 
prises are not included is too involved to 
be presented here in detail. It will be 
shown later that the NKVD is a great 
factor in certain sectors of construction 
work. The 1941 Plan (p. 512) gave the 
total number of persons to be employed 
in construction in 1941 as only 3,085,000. 
It seems extremely unlikely that this 
figure included all concentration-camp in- 


5 Based on personal discussions with Mr. Dallin. 
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mates employed on construction projects 
of the NKVD. For the output per man 
in construction in that year would have 
been much too high, and the changes in 
the productivity of this labor from the 
preceding years much too large. 

With reference to inmates hired out by 
the NKVD to other organizations, the 
following statement in the latest edition 
of a Russian textbook on industrial sta- 
tistics seems to throw some light: ‘‘Ac- 
cording to existing instructions on the 
forms |formulas] of accounting of indus- 
trial enterprises, persons used for work 
on the basis of contracts with state or- 
ganizations (not in the way of hire) are 
included among the workers of the enter- 
prises.’”° While there are categories of 
persons other than concentration-camp 
inmates who can be obtained for work 
otherwise than by direct hire, the se- 
cretive manner of Savinskii’s statement 
indicates that he does not tell all that he 
knows. His presentation seems also to 
exclude definitely the use by the enter- 
prises of any workers who are not in- 
cluded in the lists of the labor force. 

While the 1941 Plan gives the num- 
bers of wage-earners which were to be 
employed by the various enterprises, it 
does not state how many of these workers 
were to be concentration-camp inmates. 
I assume that the 1941 Plan provides no 
evidence concerning the concentration- 
camp inmates working in enterprises 
other than those of the NKVD and that 
an allowance for these inmates has to be 
made in the final computations. 


ECONOMIC ACTIVITIES OF THE NKVD 

Construction.—The most important 
activity of the NKVD is construction. 
The 1941 Plan does not provide suitable 
data on this item, but it contains data on 


®D. Savinskii, Course of. Industrial Statistics 
(Moscow, 1949), pp. 148-49. 
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capital investments, of which construc- 
tion is equivalent to 60 per cent ora little 
more, by value.’ 

The 1941 Plan (pp. 483-85) listed 
37,650 million rubles’ worth of capital 
investments, but the list did not include 
the capital investments of the Commis- 
sariats for Transportation, Defense, and 
Navy. The total was 48-49 billion rubles, 
according to the plan (p. 3); but even 
this had not yet included the small proj- 
ects, called in the plan “below limit.” 
N. A. Voznesenskii, then president of the 
Gosplan, in introducing the 1941 Plan, 
gave the total capital investments at 57 
billion rubles, of which 9 billion rubles 
were to be decentralized investments." 
The centralized capital investments 
which were to be carried through by the 
NKVD according to the 1941 Plan are 
shown in Table 2. 


TABLE 2 
CENTRALIZED CAPITAL INVEST- 
MENTS TO BE PERFORMED BY 
THE NKVD IN i941* 


Million 


Agency 
g Rubles 


NKVD, total 
GULAG 
GUZhOSDOR 
GUZhDS 
Not specified 


* :941 Plan, p. 484 . 


GULAG is the principal camp organi- 
zation; the letters stand for State Or- 
ganization of Camps. GUZhOSDOR has 
already been interpreted as the State 
Organization for Paved Roads, and 
GUZhDS stands for State Organization 
for Railway Construction. 

If it is assumed that “below limit”’ of 

7 Capital investments are fixed investments of 
every kind, including those in military barracks, 
schools, hospitals, etc. On the share of construction 
in capital investments see my Soviet Prices of Pro- 
ducers’ Goods, chap. ix (in press). 


8 Pravda, February 19, 1941 
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the 1941 Plan and “decentralized’’ of 
Voznesenskii were the same thing, and 
(in the absence of evidence to the con- 
trary) that the NKVD had the same 
share in small projects as the other com- 
missariats, the total capital investments 
to be accomplished by the NKVD were 
expected to be equivalent to around 8 
billion rubles. 

Fifty-seven billion rubles of capital 
investments implies roughly 35 billion 
rubles’ worth of construction. The corre- 
sponding figure for the NK VD construc- 
tion would be 4.9 billion rubles, but it is 
assumed to have been equivalent to 6 bil- 
lion in view of the large share of road 
construction in the NKVD projects, 
road construction not requiring any in- 
stalled machinery. 

Since total construction 
mated at 35 billion rubles and that of 
the NKVD at 6 billion rubles, the 
planned construction activities of the 
NKVD constituted 17 per cent of the 
total. 

The totals as computed above do not 
include repairs of capital equipment, a 
minor item. The NKVD is unlikely to 
have participated in this work to a large 
extent; on the other hand, the share cf 
construction in the capital-investment 
activities of the NKVD may have been 
larger than the 75 per cent implied in the 
foregoing assumptions. 

The 1941 Plan (p. 512) gave the total 
number of wage-earners engaged in con- 
struction as 3,085,000. As pointed out 
above, it is assumed that the inmates 
working on NKVD construction projects 
were not included in the above total. 
Hence the stated number of wage-earners 
has to be related to only 82.9 per cent of 
all construction. If the output per in- 
mate were the same as that of free labor, 
about 670,000 inmates would have been 
necessary to perform the construction as- 


was esti- 
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signed in the plan to the NKVD. Pro- 
ductivity of labor is, however, much 
lower on NKVD projects than in other 
construction—to a certain extent be- 
cause of inadequate machinery, toa large 
extent owing to lesser suitability of the 
workers to their particular jobs and to 
the labor’s being forced. Hence, I arbi- 
trarily raise the figure obtained above by 
75 per cent, i.e., | estimate the number 
of concentration-camp inmates engaged 
in the NKVD construction projects as 
1,172,000.” 


Industry.—The 1941 Plan (pp. 9-10) 


gives the share of the NK VD in total in- 
dustrial output at 1,969 million rubles, 
or 1.2 per cent of the total. The data 
are in so-called ‘unchangeable 1926-27 
prices’’ which were not in proper balance 


for different commodities.’® The figure of 
1.2, as the percentage of the NKVD in- 
dustrial output to total industrial output, 


¥ Michael Romanenko, a Russian technician and 
a former camp inmate in testimony to the United 
Nations Economic and Social Council (Slave Labor 
in Russia: The Case Presented by the American 
Federation of Labor to the United Nations [1949], pp. 
58-60), insists that “‘the average actual productivity 
of the slave laborer amounts almost to the produc- 
tivity of the free worker.” He supports his statement 
by the enumeration of means by which this is at- 
tained (much longer working days; many more work- 
ing days in the year; graduated system of feeding; 
work norms higher than for free labor; punishment 
by fear). He ends by emphasizing that the NKVD is 
not only a political but an economic organization, 
interested in using its slave labor to the extreme 
Kravchenko’s computations of profits from concen- 
tration camps cited below (p. 417) even imply 
equal productivity of free and slave labor (equal or 
approximately equal labor productivity may be as- 
sociated with smaller output per slave laborer, if his 
equipment is not as good). According to Dallin (op. 
cit., p. 105), “the average efficiency of a slave laborer 
has certainly been less than 50 per cent of that of a 
free Russian laborer.’’ See n. 12 below on the type of 
evidence used by Dallin. 

‘° The “unchangeable 1926-27 prices” are a poor 
yardstick, because they actually are prices of any 
year beginning with 1926-27, when the output of 
each specific good or model started. See chap. iv of 
The Soviet Price System (in press). 
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may strike those who are used to astro- 
nomical figures in connection with Soviet 
concentration camps as far too small. 
The subsequent analysis shows, how- 
ever, that the figure makes sense. 

The total number of wage-earners 
scheduled in the 1941 Plan for industry 
was 11,092,000 (p. 512). An NKVD 
share of 1.2 per cent of the industrial 
output would imply the need for only 
about 135,000 persons, if the productivi- 
ty of the inmates were the same as that 
of free labor and if the enterprises of the 
NKVD were average with reference to 
output per man. This figure is mentioned 
here only for the sake of completeness. 
The output per wage-earner in “‘un- 
changeable 1926-27 prices,”’ or, for that 
matter, in any prices, was much smaller 
in the industries in which the NKVD 
mainly participated than the average for 
all industry, and the figure of 135,000 is 
evidently too low. 

Lumbering was the most important in- 
dustrial activity of the NKVD. The 
NKVD share in total procurement of 
timber including firewood was to be 
about 12 per cent, according to the 1941 
Plan (Table 3). The figure may come to 
many as a surprise, but it is substanti- 
ated by the regional breakdown (1941 
Plan, pp. 674-700). The NK VD was not 
active at all in the lumbering of many 
oblasts of Central European Russia, as, 
for example, in Pensa, Ryasan, Tula, etc. 
In the important Leningrad oblast, the 
share of the NKVD in lumbering was 
only 5.0 per cent. In Arkhangelsk oblast, 
on the other hand, it was 26 per cent, and 
n Komi Republic, the remotest area of 
European Russia, more than 50 per cent. 

A rough idea of the value and labor in- 
put involved in the NKVD activities in 
lumbering and related industries may be 
obtained from the data for the Commis- 
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sariat for Forestry in Tables 3 and 4. 
Table 3 reproduces the output of those 
forestry and related products for which 
the share of the NKVD is stated in the 
1941 Plan. In addition to the items 
shown, the output of the Commissariat 
of Forestry also included certain minor 
items specified in the source and 485.9 


1926-27 prices’ of furniture were in 
1940 twice the real 1926-27 prices, the 
1932 current prices two and a half times 
this level, and the 1940 wholesale pric es 
eight times as high, the share of the 
NKVD in total output of furniture was 
equivalent to only about 6 per cent; it 
made up about 18 per cent of the output 


TABLE 3 


OUTPUT OF SELECTED FORESTRY AND RELATED PRODUCTS AS PLANNED FOR 1941* 


Product and Operation 


Fe ling 


limber including firewood (million cubic meters) 


Timber proper (million cubic meters) 
rransport from the forest: 


limber including firewood (million cubic meters) 


Timber proper (million cubic meters) 
Lumber 

Million cubic meters 
Veneer 

housand cubic meters 

Furniture 

Potal 

Million rubles at 1926-27 prices 

Million rubles at wholesale prices 


million rubles worth of unspecified prod- 
ucts; the prices in which this sum was 
expressed were not indicated, but they 
were probably in the “unchangeable 
1926-27 prices.” 

The NKVD output of furniture alone 
seems large in Table 3. But it was ex- 
pressed in 1940 wholesale prices, which 
were high owing to both large turnover 
taxes and inflation. The bulk of the furni- 
ture was actually expected to come from 
the industrial co-operatives, not shown 
in Table 3; and their output was to 
amount to 844 million rubles at 1932 
prices (note that the prices are different 
for each type of producer). The NKVD 
share in furniture production was only a 
small percentage of the small total out- 
put. Assuming that the “unchangeable 


TABLE 4 


LABOR FORCE OF THE COMMIS 
SARIAT OF FORESTRY AS 
PLANNED FOR 1941* 

In Thousands) 
Total 
Factories 
Felling and forestry 
work 
Others 


* 1941 Plan, p. 52 


of furniture by the Commissariat of 
Forestry." 

The total value of the output of the 
Commissariat of Forestry was supposed 
to be 3.54 billion rubles at ‘“‘unchange- 
able 1926-27 prices.’’ This implies for 

" The assumptions as to the various price levels 


are based on the analysis in the essays mentioned in 
nn. 7 and 10 


a inne teas 
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the NKVD lumbering enterprises a val- 
ue of perhaps 800 million rubles at those 


prices. 

According to the data in Table 4 on 
the labor force of the Commissariat of 
Forestry, the establishments of the 
NKVD would have needed about 260,- 
ooo persons, if the productivity per man 
in its enterprises were the same as in es- 


TABLE 5 
MEANS OF TRANSPORTATION IN FORESTRY 
WoRK, COMMISSARIAT OF FORESTRY 
AND NKVD, AS PLANNED FOR 1941* 
In Million Cubic Meters) 


Commissariat of Forestry 


NKVD 
Office of Forestr 
GULAG 
Office of Forest 
Not specilied 


y Industr 


ry Indust: 


I Pla 1, DT 


tablishments of the Ministry of Forestry, 
some 240,000 for felling and other forest- 
ry work, and some 20,000 for factory la- 
bor. This figure alone is much larger than 
the 135,000 computed above (p. 410) as 
needed for the total NKVD industrial 
enterprises on basis of average data for 
the industry as a whole. 

Data of the 1941 Plan on mechi 
transport of lumber for the princ‘pal pro- 
Table 5, indicate that 


ical 


ducers, shown:in 
at least these operations of the Office 
(“Upravlenie’’) of Forest Industry of 
NKVD were not less mechanized than 
those of the Commissariat of Forestry, 
although there is some uncertainty be- 
cause of the manner of designating the 
agencies involved. 

Thus in one case it is the Office of 
Forestry Industry of the NKVD and in 
the other case specifically that of the 


NAUM JASNY 


GULAG, but the same agency may have 
been involved. The data in Table 5 per- 
tain to mechanization of transport, i.e., 
to replacement of horses, not men, by 
machines. It is possible that human labor 
was mechanized much less than horse 
labor even in the same NKVD enter- 
prises." 

The Soviets have not released any 
data on their gold output for years. The 
statements of the former inmates of 
concentration camps imply a very high 
total, but none of them rests on adequate 
evidence. The Statistical Yearbook of the 
League of Nations, 1941-42 (p. 163) esti- 
mated the 1937 gold output of the 
U.S.S.R. at 136,000-168,000 kilograms, 
and other estimates for those years are 
also in the neighborhood of 150,000 kilo- 
grams. Some increase in succeeding years 
is not impossible; but, with war immi- 
nent, the Soviets are unlikely to have 
planned a large increase in gold output in 
1941. The amount stated, 150,000 kilo- 
grams, is equivalent to 200 million Soviet 
gold rubles at the 1926-27 parity, This 
price was probably still used as the price 
of gold in “unchangeable 1926-27 prices” 
in the 1941 Plan, although one cannot be 
sure. 

Neither is the gold output scheduled 
specifically for the NKVD in the 1941 
Plan known from official sources. The in- 
mates’ estimates and estimates based on 
inmates’ evidence usually run_ high. 
Nikolaevsky’s estimate of the yearly gold 
output of the DALSTROI is “‘about 11 
million ounces” in the second half of the 


Dallin and Nikolaevsky, 
being 


2 In the book written by 
Dallin emphasizes that “forced labor is 
used in those branches of Russian economy where 
simple manual! labor, involving no expenditures for 
modern machinery, can be profitably emploved, for 
example, in forestry Dallin’s 
evidence that production in NKVD enterprises was 
hand is limited to 


’ (op. cit., pp 8q-900 


performed almost exclusively by 
a project involving 1931~33 and another one per 


taining to 1930. 
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thirties and 16-18 million ounces in post- 
war years.*} Eleven million ounces is 
equivalent to 315,000 kilograms. Elinor 
Lipper’s estimate for the DALSTROIL is 
400,000 kilograms, apparently during or 
after World War L1."4 Vladimer Petrov is 
an exception when he writes: “DAL- 
STROL had fallen far behind the gold- 
output plan—it was said that the 1939 
plan was for 250 tons [250,000 kilograms] 
of gold.’’'s 

Large quantities of gold could hardly 
be exported without being noticed in the 
highly centralized world channels for 
this commodity. No large Soviet exports 
seem to have been noticed. The idea that 
year after year the Soviets would have 
produced huge quantities of gold just 
for storing seems most dubious. The do- 
mestic consumption of gold in the 
U.S.S.R. appears negligible. I estimate 
the output of gold with camp labor by 
the NKVD enterprises around 1940 at 
100,000 kilograms, or 133 million rubles 
per year, for what the estimate may be 
worth. 

Elinor Lipper placed the gold output 
per person directly engaged in the opera- 
tion, i.e., without the auxiliary person- 
nel, at 2 kilograms per season of 100 
days."* This seems to be a generalization 
from exceptionally favorable conditions. 
While no other specific evidence is at 
hand, it is preferable to use the official 
evidence on the other mining in 1926-27, 
the year in whose prices the Soviet in- 
dustrial output was supposed to have 
been expressed in the 1941 Plan. This 
evidence suggests an output of only 
about goo rubles, or two-thirds of a kilo- 
gram of gold per free laborer per year."’ 

3 Op. cit., pp. 145-46. 

4 Eleven Years in Soviet Prison Camps 
1951), pp. 193-4. 

's Soviet Gold (New York, 1949), p. 369 


Chicago, 


6 Op. cit., pp. 103-4 


Actually an even smaller figure seems 
not impossible on general considerations 
as to the type of work involved, type of 
labor normally engaged, etc. 

A total output of gold with camp labor 
by the DALSTROI of 100,000 kilograms 
per year in conjunction with an output 
of two-thirds of a kilogram per person 
per year implies for the gold enterprises 
of the NK VD the need of 150,000 per- 
sons at the labor productivity of free 
workers. With the substantial adjust- 
ment for the lower productivity of camp 
labor, made below, and with considera 
tion of the auxiliary personnel taken into 
account here and not considered in the 
estimate of 200,000 persons made by 
Elinor Lipper, my estimate of camp in- 
mates engaged in gold enterprises of the 
DALSTROI substantially agrees with 
hers. My estimate also agrees with the 
estimate of 400,000 total population in 
DALSTROI’s camps in those years made 
by W. Andrews." 

The other NKVD industrial activities 
mentioned in the 1941 Plan were as fol- 
lows: (1) 5.3 million tons of coal out of a 
total of 191 million tons (p. 13); (2) 
250,000 tons of oil out of a total of 35 
million tons (p. 15); (3) 100,000 tons of 
cement out of a total of 7.8 million tons 
(p. 61); (4) 82 million bricks'® (p. 727); 
(5) 150,000 tons of chrome ore out of a 
total of 370,000 tons (p. 17); and (6) 


‘7 In 1926-27 the output per worker and year in 
other mining operations was as follows (in rubles) 
Coal 783 
Iron ore 1,044 
Copper ore 5837 
Silver-lead 757 


(see Central Statistical Boarc, Statistical Handbook 
U.S.S.R., 1928, pp. 316-17 and 544). 

*® An Army in Exile (London, 1949), p. 75. This 
estimate is 400,000 in camps, including 357,000 
able-bodied persons, and 50,000 free population. 

*? GULAG in Primorskii krai and Khabarovskii 
krai only. The share of the NKVD in the brick out- 
put of the other areas was not stated 
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59,400 tons of fish caught out of a total 
of 1,661,400 tons (p. 73). 

All listed activities are, of 
small. At the average “unchangeable 
1926-27 prices’ and the average labor 
productivity for the whole respective 
output, the valuesand labor inputs which 
would have been involved in the more 
important among enumerated secondary 
NKVD activities are shown in Table 6. 
One hundred thousand tons of cement 


course, 


TABLE 6 


Coal 
Oil 
Fish 


Chrome ore 


may have had a value of 7 million rubles, 
and 82 million bricks of 5 million rubles 
(real 1926-27 prices). 

If the findings on the industrial activi- 
ties of the NKVD, thus far made, are 
totaled, they yield a value of about 1.2 
billion rubles at ‘‘unchangeable 1926-27 
prices’’ and about 440,000 persons at the 
productivity of free labor. It was shown, 
however, that the total industrial output 
scheduled for the NK VD was to amount 
to almost 2 billion rubles at ‘‘unchange- 
able 1926-27 prices.’”’ Hence some 800 
million rubles’ worth of industrial output 
remain still unaccounted for. The unac- 
counted-for industrial activities of the 
NKVD included its shares in nonferrous 
metals other than chrome ore as well as 
other commodities which were not listed 
in the plans, and its shares in outputs 
listed in the 1941 Plan but with the 
share of the NKVD not specified. It 
seems doubtful that all these activities 
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amounted to as much as 40 per cent of 
the total industrial output of the NKVD, 
unless the balance consisted largely of 
goods, greatly overvalued in terms of 
“unchangeable 1926-27 prices.’’ Con- 
siderable overvaluation in terms of ‘‘un- 
changeable 1926-27 prices’’ would nat- 
urally imply a correspondingly large out- 
put per worker in terms of those prices. 
Moreover, the output per worker in the 
unaccounted-for industrial activities of 
the NKVD is in any case likely to be 
considerably higher than in the listed 
activities because the latter, namely, 
forestry work and mining, are among 
those with the lowest values of output 
per worker. It will be assumed that 550,- 
000-600,000 wage-earners would have 
been needed for the industrial output of 
the NKVD, had it been produced with 
free labor. It may have required 1,000,- 
000 concentration-camp inmates. 

Other and total economic activities. 
No activities of the NKVD except in 
construction and industry are shown in 
the 1941 Plan, although one would ex- 
pect at least some agricultural activities, 
such as growing potatoes and vegetables 
for the inmates (such things as milk or 
eggs are apparently no part of their diet). 
Margaret Buber (Neumann) worked on 
a large farm attached to a camp in 
Karaganda (Kazakhstan).’*® Elinor Lip- 
per enumerates five farms in the Kolyma 
area engaged mainly in cabbage grow- 
ing.” 

The NKVD was also to some extent 
engaged in shipping, at least in the Far 
East. This is obvious from the new 
ships provided in the 1941 Plan for the 

2° Under Two Dictators (London, 1949). They 
even had a grain combine-harvester (see, e.g., p. 
106) but did not produce enough to feed the camp 
inmates 


1 Op. cil., p. 100 
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NKVD (pp. 88-93). They are as shown 
in Table 7. 

The number of concentration-camp 
inmates employed in economic enter- 
prises besides construction and industry 
will be arbitrarily estimated at 150,000. 

The number of concentration-camp in- 
mates to be employed in all economic ac- 
tivities of the NKVD according to the 
1941 Plan, as estimated above, is 


summed up in Table 8. 


TABLE 7 
Craft 


Screw tow boats: 

800 hp. 

Up to 400 hp. 
Metal sea launches: 

65 hp. 

60 hp. 

50 hp 
Metal barges: 150 tons capacity 
Metal coal barges: 500 tons capacity 
Metal oil barges: 400 tons capacity 
Wooden sea barges (own output): 

150 tons Capacity 


TABLE 8 
ESTIMATE OF INMATES TO BE 
EMPLOYED IN NKVD EN- 
TERPRISES IN 1941 
(In Thousands) 


Construction 
Industry 
Others 


Total 


TOTAL NUMBER OF CONCENTRATION- 
CAMP INMATES 


As stated, the 1941 Plan does not con- 
tain any evidence on the number of in- 
mates hired out for work in enterprises 
other than those of the NKVD. A trace 
of this labor may possibly be found in 
the fact that the average yearly wage of 
workers proper (i.e., not including em- 
ployees) in felling and forestry work of 
the Commissariat for Forestry was ex- 
pected to be only 2,240 rubles, i.e., only 
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a little more than half of the average 
wage of a worker. Workers employed in 
lumbering were always very cheap in 
Russia and the U.S.S.R. because most of 
them were peasants, all too glad to find 
outside work in the winter. There was 
also semivoluntary or fully compulsory 
recruitment of kolkhoz peasants for for- 
estry and other work. Still, the average 
wage of the workers proper of the Com- 
missariat of Forestry employed in felling 
and forestry work might possibly not 
have been as low as 2,240 rubles, if part 
of the workers had not been concentra- 
tion-camp inmates. 

The available evidence indicates that 
using the concentration-camp inmates 
in the NKVD’s own enterprises is the 
rule, and hiring them out to other enter- 
prises is the exception. This is at least 
the opinion of George Denike, who care- 
fully studied the available literature, and 
of others consulted. Assuming that 20 
per cent of the employed concentration- 
camp inmates worked in enterprises oth- 
er than those of the NKVD, the figure 
of 2,322,000 computed above for the in- 
mates employed in the enterprises of 
the NKVD rises, after rounding, to 
2,900,000.” 

All construction of camps and in 
camps is listed under capital investment 
in Soviet statistics. From there they 
enter the funds—this 
measure of riches of the “‘socialist state.”’ 
The NKVD labor employed in this con- 


so-called basic 


2 F. Beck and W. Godin, Russian Purges and the 
Extraction of Confessions (New York, 1951), p. 78, 
write: “The GULAG hired out the labor force at 
its disposal to Soviet undertakings Nearly 
every big factory and enterprise in the country had 
detachments of prisoners working for it. Many in- 
dustrial enterprises, particuiarly in Siberia and other 
distant areas, could not have kept going without 
them.” The authors were fair to mention that theirs 
was not firsthand information, because “both au- 
thors spent their entire time in a remand prison” 
(ibid., p. 77). 
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struction was already included above 
under construction. Labor used in in- 
dustry, agriculture, shipping, and other 
gainful enterprises was also considered. 
There still remain, however, considerable 
numbers of concentration-camp inmates 
used for servicing those who are em- 
ployed in gainful occupations, such as 
office clerks, cleaners, cooks, medical per- 
sonnel, etc., and even internal police. 
With those persons considered, the total 
number of concentration-camp victims 
used for work may have been as high as 
three and a half million.” This figure does 
not include children, full invalids, people 
too old to work, etc. I have no evidence 
by which to estimate them.’ 
CHECKS 

The figure for concentration-camp in- 

mates arrived at here may seem small as 


compared with the usually cited exorbi- 
tant figures. I did not accept the latter 


23 Some of the activities for which provision is be- 
ing made here are certainly included under economic 
activities in Soviet statistics. The NK VD canteens, 
for example, mentioned by many former inmates, 
are likely to be part of “‘socialist public feeding” and 
hence are included in statistics under trade. This 
does not make any difference for the purposes of the 
present analysis, because no provisior for trade was 
made in estimating the labor force in the NKVD 
economic enterprises. But, for all I know, Soviet 
statistics may have included every NKVD tailor 
and shoe-repair shop under industry. Since the labor 
requirements of all NKVD industrial enterprises 
were already included above, the possibility of a 
certain amount of double counting is present. 


* David Dallin, who read an earlier draft of this 
paper, believes that the number of inmates turned 
over by the NKVD to other agencies may have been 
greater than the estimates made here. He mentions 
furthermore that, according to a person who was 
chief of police of a large camp, only 50~-60 per cent 
of all inmates are engaged in “productive” work. 
The rest are in hospitals; are invalids; are used in 
internal police, bakery shops, bathhouses, etc. I can 
only repeat the reservation made introductorily : All 
computations made here are subject to a wide mar- 
gin of error. This pertains especially to the estimates 
of those not engaged in the economic enterprises of 
the NKVD. 
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even before I had access to the 1941 Plan. 
Figures of ten to fifteen million in con- 
centration camps just do not make sense. 
They do not fit into the whole picture. 
The actual figure may have been even 
smaller than my estimate. 

Available evidence leaves no doubt 
that most inmates are adult males. There 
were only about forty-five million men 
twenty to fifty years of age in the U.S.S.R 
in 1940, and such a figure as fifteen mil- 
lion for all concentration-camp inmates 
would imply more than 25 per cent of 
all men of this age in those camps. The 
proportion of men twenty to forty years 
of age would be even larger. 

Another check is this. Practically all 
camp labor was used on construction and 
industry. The role of the NKVD was 
moderate in éofal construction and al- 
most negligible in total industry. Accord- 
ing to the 1941 Plan, the total number of 
persons engaged in those activities, ex- 
cluding those in the NK VD projects and 
enterprises, was expected to be 14.1 mil- 
lion persons. The number of concentra- 
tion-camp inmates employed in these 
economic pursuits as computed above ap- 
pears very large in relation to this figure. 
It is justified only by the (here accepted) 
low labor productivity of the inmates. 

The persistent failure of the Soviet 
goals for the output of timber and lumber 
supports my computations. The goal of 
the fourth Five-Year Plan for the output 
of industrial timber was missed by as 
much as 27 per cent, and the situation 
in the last years before World War II was 
similar. This would not likely have been 
the case if the number of concentration- 
camp inmates had been greatly in excess 
of my estimates.’s 

2s By a procedure for which I can develop no en- 
thusiasm, N. S. Timasheff estimated the number of 


persons in prison camps on January 1, 1938, at two 
million (see his “The Postwar Population of the 
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CONCENTRATION CAMPS A LIABILITY 


Statements are made, time and again, 
that the Soviet government derives big 
profits from exploiting the labor of con- 
centration-camp inmates. By a procedure 
which reminds one of those common in 
the country of the “beloved leader,”’ Vic- 
tor Kravchenko arrived at the conclusion 
that during 1938-40 the NKVD got as 
profits from the camps a minimum of 27 
billion rubles per year. Together with 
profits from those penalized to work at 
their jobs at reduced wages, the profits 
from concentration camps in those years 
were roughly equivalent to 85 per cent 
of the total investments, according to 
Kravchenko. In 1941-43 they amounted 
to 114 per cent of the latter. Kravchenko 
counted “at least fifteen millions of per- 
sons in labor camps’”’ and a daily profit 
of six rubles per man, of which he said 
“we probably are assuming a figure far 
below the actual.” 

A profit of 27 billion rubles is supposed 
to have been obtained from construction 
worth some 6.5 billion rubles gross—i.e., 
including raw materials, etc. ;?7 industrial 
output worth about 2.0 billion rubles 
gross at “unchangeable 1926-27 prices’’; 
and what the NK VD could net from the 
pay of other organizations for their use 
of concentration-camp labor—an ele- 
phantine exaggeration. All such state- 
ments are possible only because no at- 
tempt is made to fit the camps into the 
whole Soviet picture. 

I firmly believe that concentration 
camps are a liability rather than a source 


Soviet Union,” American Journal of Sociology, LIV 
[September, 1940], 150), but in spite of the pro- 
cedure, he came to a much more realistic appraisal 
than did many others. 
% J Chose Freedom (New York, 1950), pp. 335-36. 
27 The estimate of 6 billion rubles made above 


(p.409) has been raised to 6.5 billion to allow for con- 
struction work connected with repairs. 
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of profits. Those who insist on their great 
profitableness should stop and think of 
the reasons for the very low consumption 
levels of the “‘free’’ population, of the 
miserable real wages of workers and even 
poorer incomes of peasants. If the con- 
centration camps had covered all or most 
of the investment, the “free’’ population 
would have a better lot. With the huge 
capital investments (and “‘defense’’ ex- 
penditures) falling on their shoulders, the 
“free’’ laborers have to be starved. The 
concentration camps, indeed, actually 
diminish the number of those who shoul- 
der the proportionate burden of those 
huge expenses. 

The Soviet Union is badly in need of all 
kinds of skilled labor. It spends heavily 
on gratuitous education. If even part of 
the skilled laborers taken into the camps 
are then turned to unskilled work, this 
involves a considerable loss. Beyond any 
doubt mortality is far greater inside the 
camps than outside. This is a great addi- 
tional loss to the state, which is almost 
the only entrepreneur in the U.S.S.R. 

It is safe to assume that not all proj- 
ects performed with forced labor would 
be undertaken, if full wages had to be 
paid. There must also be considerable 
waste of time involved in moving inmates 
from camp to camp, in not having the 
work ready to start when the inmates are 
on the spot, etc. 

Those who assume big profits from 
concentration camps do not take all 
the adverse factors into consideration. 
Whether they think of them or not, their 
starting point seems to be: “There is an 
unlimited number of persons who can be 
put in the camps; it costs nothing to ob- 
tain them.’’ There was a period in Roman 
history when wars were so frequent, the 
number of prisoners obtained was so 
large, and their price so low that it was 
not profitable to raise slaves. It was bet- 
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ter to buy them in the market for a few 
dollars each,?* draw out of them all their 
strength, let them die, and go again into 
the market for others. This reasoning 
may be valid for the Soviet concentration 
camps so far as they are filled with for- 
eigners (their number is also limited). 
But the adults of the U.S.S.R.., especially 
skilled ones, represent an investment 
which is better exploited outside than in- 
side the regular camps.”° 

In the foregoing computation it was 
assumed that, including the auxiliary 
staff, somewhat more than two concen- 
tration-camp inmates were needed to do 
the work of one free laborer. If the con- 
centration labor was more productive 
than this, the total number of concentra- 
tion-camp inmates was correspondingly 
less, as was the number of “profit”’ 
yielders. With the ratio of more than 
two to one,*° and the cost per inmate as- 
sumed by Kravchenko, the profit per 
man, as he computed it, disappears. In- 
direct losses invuived in removing the 
people from their former occupations, 
which were really profitable for the state, 
increased mortality, etc., turn the alleged 
profits into losses. 

The only economic advantage from 
concentration-camp labor that I am able 

28 Tenney Frank gives the normal price of a work- 
slave in the last two centuries of the Republic and 
the first two centuries of the Empire as 500-denarii, 
equivalent to about $13 (see his An Economic Survey 


of Ancient Rome |Baltimore, 1940], V, 235). Slaves 
were much cheaper during short periods. 

49 Dallin was undoubtedly inconsistent when, on 
the one hand, he said: ““The average efficiency of a 
slave laborer has certainly been less than 50 per cent 
of that of a free Russian worker” (op. cit., p. 105), 
and recognized “the tremendous waste of human 
material in the camps” (pp. 113-15) and, on the 
other hand, assumed that the NKVD realizes “huge 
profits” in certain of its enterprises and that those 
profits are “an important element of the govern- 
ment industrialization fund” (op. cét., p. 88). 


3°Including the personnel servicing those en- 
gaged in gainful operations. 
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to see is the opportunity to move this la- 
bor to places and to use it for work where 
and for which free labor would be diffi- 
cult or impossible to obtain. The govern- 
ment is, for example, compelled to pay 
free labor in Pechora coal mines 80 per 
cent more than in the Donbass coal 
mines. But the whole Pechora coal enter- 
prise is a very dubious economic enter- 
prise. The same is true of most of the 
Soviet gold enterprises and of many oth- 
ers based on concentration-camp labor. 


CONCLUSIONS 


The status at the end of 1940 is un- 
fortunately the only one for which even 
a crude estimate of the number of in- 
mates in the camps, an estimate of the 
type here made, can be undertaken. The 
1940 contingent of inmates was prob- 
ably swelled by newcomers from the ter- 
ritories “liberated’’ by the Soviets after 
the start of the war outside of the 
U.S.S.R. in mid-1939. The war brought 
an inflow of prisoners of war which 
greatly overcompensated for the Poles 
who, now as allies, had to be set free, so 
far as they were still alive. The end of the 
war brought a wave of Soviet soldiers 
who had been abroad and who had to be 
purified from the poisonous atmosphere 
of capitalism before being admitted into 
the socialist Eden. There were also quite 
a few peasants, who took for real money 
the promises of relaxation on the kolkhoz 
front given during the war, and needed a 
thorough cooling off. After 1947 a fresh 
wave came into the camps from the 
newly acquired territories. The peasants 
of these areas saw the light. Almost over- 
night they realized the great advantages 
of the large-scale agricultural production 
—on their land and with their livestock. 
In a few months most of them were col- 
lectivized. Those failing in enthusiasm 
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had to be indoctrinated in the camps. At 
the end of 1949 the big Khrushchov 
campaign for great enlargement of the 
kolkhosy, creation of agro-cities, and the 
reduction of the kolkhozniki’s private 
gardens started all over the U.S.S.R. It 
certainly was accompanied .by an ac- 
celerated flow of peasants from both old 
and new territories into the concentra- 
tion camps. 

In short, the stream of those in need of 
“correction’’ does not dry up. The flow 
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is kept alive by new measures intended 
to guide the blessed on the path from so- 
cialism, already reached, to communism, 
which is just around the corner. The 
“corner’’ is the per capita labor produc- 
tivity of the United States—a formidable 
obstacle in view of the fact that at the 
moment it is a few times that of the 
U.S.S.R. No attempt will be made to 
estimate the precise number of the 
citizens of the only “true democracy”’ 
who are in the camps at the present time. 
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I 

HE public has persuaded itself (or 

has been persuaded) that the infla- 

tion under way is greater than can 
be accounted for on monetary grounds. 
Profiteering, the wage-price spiral, the 
hoarding of inventories, and the federal 
deficit are four factors, allegedly non- 
monetary, invoked to explain the course 
of events. Specific controls over prices, 
wages, and allocations are believed neces- 
sary to control inflation. Logically so, if 
in fact the inflation is greater than mone- 
tary expansion can explain. 

But if the figures point the other way, 
if they indicate that inflation is not pro- 
ceeding more rapidly than monetary ex- 
pansion, if profiteering and hoarding and 
spiraling have affected prices only 
through forcing more money into the 
economy and making it circulate faster, 


perhaps the opposite implication holds. 


Rather than a network of specific con- 
trols and ceilings, perhaps a single ceiling 
on monetary expansion is required for a 
mobilization economy. 

Such monetary control, if feasible at 
all, is eminently desirable. It would re- 
quire only a small staff for enforcement 
and administration. Operating on an 
over-all level, it would involve only an 
infinitesimal threat to personal and eco- 
nomic liberties, even should it become 
permanent. Who can say as much for di- 
rect controls? 

This essay has three purposes. (1) It 
is designed to show that post-Korea in- 
flation is explainable on orthodox, old- 
fashioned monetary grounds. (2) It is 


proposed to define an index or ratio 
which can be used as a major weapon of 
monetary policy and which may permit 
the Federal Reserve System to halt the 
inflation in its tracks. (Given intestinal 
fortitude to overcome interests which 
have become vested in present and 
higher price levels, we may be able to use 
the ratio further to roll the price level 
back. This without sacrificing govern- 
ment credit, without extortionate inter- 
est on the public debt, and with only 
temporary setbacks to production or em- 
ployment.) The ratio in question I am 
calling the “loan ratio.’’* (3) The paper is 
designed, finally, to consider certain ob- 
jections to the “loan ratio” as a mone- 
tary policy instrument and to answer 
them as far as possible. Comparisons 
with alternative plans will be made only 
incidentally. 
II 

Let us take as our statistical base the 
month of May, 1950, the month before 
the outbreak of the Korean war. A few 
wavelets of renewed inflation have put in 
their appearance,’ but the price level is 

' This name was suggested by my colleague, Pro- 
fessor Walter A. Morton. For further suggestions I 
am indebted to a number of other colleagues, par 
ticularly James S. Earley, John Gronouski, and 
Theodore Morgan. None of these colleagues, how- 


ever, should be held responsible for any policy sug- 
gestions which I shall make regarding this ratio. 


2Some such inflation was nearly inevitable, by 
reason of the government forestalling of any threat- 
ening recession in 1949 by resuming deficit financing 
and practically guaranteeing ‘full employment at 
whatever cost” (the phrase is Professor Jacob 
Viner’s, Quarterly Journal of Economics, LXIV [Au- 
gust, 1950], 385). 
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reasonably stable and well below its 1948 
peak. Using May, 1950, figures as a base, 
certain selected economic indicators have 
moved as shown in Table 1 by January, 


rABLE 1 


January, 1951, Value 


Series May, 1950= 100 


120.0 
115.5 


Commercial bank loans 

Wholesale prices 

Turnover of demand deposits 
(outside New York City) 114 

Consumers’ prices. 107 

Money supply... 106 


1951, when over-all controls are first im- 
posed. 

Two important points should be noted 
at the outset. Commercial bank lending, 
the volatile element in the money supply, 
has shot up more rapidly than any of the 
other series. Its expansion has been well 
ahead of wholesale prices, let alone the 
lagging cost of living. In addition, the 
rapidity with which money was being 
used seems almost to have kept pace 
with wholesale prices without requiring 
any monetary expansion whatever. The 
conclusion seems clear: but for technolog- 
ical improvements, and some increase in 
the labor force, the rise of bank lending 


’ The statistics involved in these calculations are 
available in the monthly Federal Reserve Bulletin 
I shall make no specific page references, but certain 
comments may be in order 

a) Seasonal adjustments have not been made 
They seem unnecessary in view of the smoothness 
of most of the upward movements 

b) Statistics referring to bank loans are sample 
estimates except at semiannual call dates. They in 
clude all commercial banks in the United States, 
including state banks not members of the Federal 
Reserve System. They do not cover mutual savings 
banks and similar institutions. 

c) Interbank and government deposits are not 
considered in computing turnover of demand de 
posits. 

d) “Money supply” 
deposits 


includes both outside cur 
and demand It excludes time ce 
interbank deposits, foreign bank deposits, 


somewhat more sensi 


rency 
posits, 
and Treasur\ 
tive than the usual total, which includes time de- 


balances. It is 


posits. 
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and the accelerated turnover of money 
would have supported a greater price rise 
than actually occurred. 

At the same time, Treasury opera- 
tions, which have been an easy target in 
assigning blame for the inflation, have 
been positively deflationary in their im- 
mediate impact. Inflationary commit- 
ments for the future have been made, 
and Congress has been slow to cover 
them with appropriate tax increases, but 
the cumulative cash position of the 
Treasury exercised a contractive influ- 
ence during this period. Over nine 
months beginning May 1, 1950, the 
Treasury has received from the public 
$1,927 million more than it has paid out. 
If a scapegoat for the inflation must be 
found, our conservative bankers fit the 
role much better than our welfare-state 
government in Washington. 

Furthermore, this was not the first re- 
cent American inflation fed primarily by 
bank lending in the face of government 
contraction. In the three fiscal years 
1947-49 inclusive, a Treasury cash sur- 
plus of $16,613 million was offset almost 
precisely by an expansion of $16,405 mil- 
lion in commercial bank loans,‘ while 
wholesale prices rose from 105.0 to 155.8 
on a 1926 base. 

The Korean war inflation, moreover, 
was accompanied by a rise in production, 
not a fall. The index of industrial produc- 
tion, in particular, rose 24 points (12.4 
per cent) between May, 1950, and Janu- 
ary, 1951. This is encouraging in itself 
but runs counter to the widespread su- 
perstition that higher production will 
solve the inflation problem unassisted. 
Indeed it may, if it can come about with- 
out generating equivalent increases in 
consumers’ incomes. In practice, it al- 

4 The cash surplus covers the period April, 1946 


March, 1949; the bank loan expansion the period 
January, 1946—December, 1948 
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ways does generate such increases, and 


the increases are nearly equivalent, apart 
from the slow progress of technology and 
a few secondary items like additions to 
business cash holdings. As present ex- 
perience shows, we can have rampant in- 
flation with full production, just as we 
suffered rapid deflation with idle indus- 
trial capacity in the early 1930's. 


II] 


It is not ridiculous, then, to look on the 
present inflation as primarily a monetary 
phenomenon and to consider controls 
primarily from the monetary side. Such 
controls might be designed, for example, 
to stabilize a price level by adjusting the 
quantity of money so as to offset changes 
in the real volume of goods produced and 
in the velocity with which money is being 
spent. 

More volatile than any of the econom- 
ic series listed in the last section, and 
showing more clearly the extent of credit 
inflation, is the ratio: 

Commercial Bank Loans (1) 
“Original” Demand Deposits (Not Result- 
ing from Commercial! Bank Loans) 


This is at once more sensitive and more 
meaningful than the ordinary ratio of 
loans to deposits. It excludes from its de- 
nominator the ‘‘derivative 
which arise on the books of commercial 


deposits”’ 


banks in consequence of the loans they 
make. The ratio of loans to derivative 
deposits is always close to unity for the 
commercial banking system as a whole, 
although it is much less for any individ- 
ual bank. The exclusion of derivative de- 
posits brings out in sharper relief the ex- 
pansive or contractive effect of bank loan 
‘loan ratios” on which I shali 


policy. The ‘ 
propose ceilings are based upon expres- 
sion (1). 

Unfortunately, it is impossible to dis- 
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tinguish “‘original’’ from “‘derivative’’ de- 
posits in normal banking practice. De- 
posits carry no tags around their necks; 
they are not dogs, and neither are they 
infantrymen. Suppose that A, who has 
borrowed from the Impregnable Na- 
tional Bank, uses the proceeds to buy 
raw materials from B. B credits the re- 
ceipts to his account, which happens to 
be at the Imperturbable Bank of Com- 
merce. The resulting deposit is to the 
Imperturbable as “‘original’’ a deposit as 
one could wish. As a rough estimate of 
“original” deposits, however, we can take 
the difference between total demand de- 
posits (excluding interbank) and total 
loans.’ This can apply equally well for a 
single bank and for the entire commer- 
cial banking system. 

In concrete form, then, the suggested 
“loan ratio’? may be written: 

Commercial Bank Loans (2) 

Commercial Bank Deposits (Other than 
Interbank) Minus Commercial Bank Loans 
Observation of the behavior of the ratio 
(2) for the entire commercial banking 
system will indicate the extent of bank 
loan expansion which has taken place. It 
has taken place despite warnings, preach- 
ments, and exhortations from the Fed- 
eral Reserve System, the American 
Bankers Association, and other men of 
good will opposed to inflation. We can 
hardly expect programs of “voluntary 
restraint”’ to alter this trend for so long a 
period as the duration of the mobilization 
crisis (Table 2). 

There is something ominous about the 
advance of this ratio. It has moved with 
the rhythm of an economic dirge. It is a 


‘ ’ 


‘Strictly speaking, “original deposits” should 
also exclude those deposits which arise from the 
purchase of government or private securities by com- 
mercial banks. The necessary adjustments are not 
being proposed here, since we desire to make a 
bank’s loan ratio as exclusively dependent as possible 
upon its lending policy. 
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measure of inflation in being. It is at the 
same time a forerunner of inflation still 
to come, since the velocity of circulation 
is creeping upward at the same time. A 
reversal of this advance, I submit, and a 
sufficient decline, will suffice to check and 
reverse the trend of the inflation. It can 
put a ceiling on the price level—either at 


TABLE 2 


Dollar Figures in Millions) 


Com Loan Ratio 


MERCIAL 
MAND 


BANK 
Deposits 
Loans OF (2) 


De 
MontTH NOMI 
1950-51 NATOR 


Index 


100 
100 
104 
109 
113 
Ims 
121 
1160 
124.1 


070 
680 
000 
gio 
o1o 
goo 
480 
260 
420 


150 $50, 
485) 50, 
040, 50, 
180 49, 

49, 


$44,080'$ 94, 
95; 
go, 
97; 
98, 
98,7 45, 
100, 48, 
104, SI, 

48, 


May 
June 
July 
Aug 
Sept 
Oct 
Nov 
Dec 
Jan. 


+790 
,g5o 
7,27° 
,O30 
, 890 
,050 
,530 


52,590 092 


its present height or at some lower point. 
It can render superfluous much of the 
elaborate mechanism of direct price, 
wage, and allocation controls currently in 
process of erection.® In short, ceiling con- 
trol of banks’ loan ratios would make 
most other ceilings unnecessary and 
should become one of the foundations of 


6 Some rationing controls, particularly at the con 
sumer level, will probably remain desirable from a 
morale or distributive point of view. Assent of the 
debtor masses to any sound anti-inflationary pro- 
gram is difficult to secure. It will probably require 
assurance that cuts in consumption of scarce goods 
be shared more equally than they would be shared 
under an exclusively monetary and fiscal program 
If the rich do not require consumer credit, and can 
pay their taxes out of savings or capital, they will 
not have to reduce consumption when credit is re- 
stricted and taxes raised. If the poor finance large 
purchases on credit and pay their taxes out of con- 
sumption, it is they who will cut their living stand- 
ards immediately under a monetary-fiscal inflation- 
control program. The implications of such a pro- 
gram are obvious. The poor will cut consumption, 
and the rich will consume the scarce items. Ration- 
ing has a place in remedying the resulting inequities. 
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monetary as distinguished from fiscal 
policy. 

Loan-ratio control is, 
mitted, a one-way street. When the eco- 
nomic problem is one of falling prices, de- 
pression, and underemployment, raising 
loan-ratio ceilings or removing them 
completely (as I advocate) will do no 
good. Among the lessons of the 1930’s is 
the inability of legal incantation to in- 
crease the volume of credit when neither 
borrowers nor lenders are sufficiently 
sanguine to expand on their own voli- 
tion. And on the inflationary side as well, 
which is the immediate issue, deficit 
financing can undo loan-ratio controls 
faster than loan-ratio ceilings can be low- 
ered. During World War II in the United 
States, for example, no control was re- 
quired to reduce the loan ratio drasti- 
cally, but at the same time the ground- 
work for postwar inflation was being 
laid.’? This was one result of financing the 
war effort so largely by the sale of bonds 
to the banking system. The commercial 
banks paid for the bonds by creating new 
deposits for the Treasury. These new de- 
posits appear as original deposits in the 
denominator of our ratio and thereby 
lower automatically the value of the ratio 
itself. 

There is, moreover, no precise or 
unique relationship between the loan 
ratio and any price index number. This 
it is not necessary to maintain, and I do 
not maintain it. The proposal here is only 


it must be ad- 


7 Professor Earley has computed year-end values 
(dollar figures in billions) fer the loan ratio during 
the years 1940-45 inclusive, which bring out this 
point very clearly 


j 
Demand | Denomi 


Year 
nator 


Deposits | 

| $190 8 

| 22 6 
42.2 

sos | 


79.9 


@ 28 6 
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that the American commercial banking 
system be required, within a sixty- or 
ninety-day period, to reduce its loan ratio 
to an over-all average of, say, 1.05. (The 
grace period is necessary to avoid viola- 
tion of short-term loan contracts already 
in existence.) Following this initial reduc- 
tion, the ceiling ratio should be reduced 
by, say, 2.5 points each month thereafter 
for so long as the wholesale price level is 
above a certain figure which should be 
announced in advance. (I suggest 155 or 
160 on a 1926 base; the May, 1950, quo- 
tation was 155.9.) This could be done 
within a single year, and the economy 
returned to a stable and healthy condi- 
tion. 

A return to a loan ratio of 0.85 or 0.90 
would probably not mean a return to the 
precise pre-Korea price level. The in- 
creased output and employment might 
result in a lower level; more likely, it 
would have been overbalanced by habits 
of more rapid monetary turnover. The 
lower price level rather than the lower 
loan ratio, in my opinion, should be the 
criterion of policy. Yet in any case, re- 
turn to a lower loan ratio would mean a 
whipped inflation, unless deficit financing 
took over. It would mean an end to the 
speculative hoarding of unsold goods on 
borrowed money. It would mean a stabler 
and healthier economy. The process 
would not be painless by any means. 
There would be stringencies and tem- 
porary checks to both production and 
employment. The process of adjustment 
would be strong medicine but worth its 
cost in a fairly short run. Of that, how- 
ever, more below, in Sections VI-VII of 
the present paper. 

There are unfortunately wide diver- 
gences concealed in the national averages 
among the loan ratios for individual 
banks and classes of banks. As of Novem- 
ber 29, 1950, the loan ratio (2) was com- 
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puted for several classes of Federal Re- 
serve member banks, with a spread as 
shown in Table 3. 

The loan ratios vary from over 5.0 in 
the St. Louis district to below 0.8 in the 
large Chicago banks. They seem higher 
in small cities than in either metropolitan 
centers or rural areas. Lending policy 


TABLE 3 


New York City (Central Re- 
serve city banks) das 
Chicago (Central Reserve city 


ae 
Reserve city member banks 
Country member banks 
Weekly reporting member 
banks, by Federal Reserve 
districts: 
Boston. . 
New York 
Philadelphia 
Cleveland 
Richmond 
Atlanta... 
Chicago 
St. Louis 
Minneapolis 
Kansas City 
Dallas. . 
San Francisco 


138 
502 
059 
o1g 
072 
506 
874 
139 
S41 
474 
048 
242 


7 a so ee 


also appears somewhat more liberal in 
the South and West than in the East and 
Midwest. In view of the disparities 
shown by the table, it is clearly impracti- 
cal to force individual banks into any 
uniform mold or pattern based on a na- 
tional average. 

Each commercial bank, however, 
should be forbidden to increase its loan 
ratio beyond its value as of some specified 
date in the past (December, 1950, or 
January, 1951). If a ceiling ratio is set as 
of this date, it may be rolled back later at 
monthly intervals. A roll-back should be 
by a specified number of index points or a 
percentage of the previous ceiling ratio, 
whichever yields the larger dollar reduc- 
tion. Past seasonal patterns in loan ratios 
could also be taken into consideration at 
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the option of any bank which so desires, 
with the ceiling applied to the loan ratio 
as adjusted statistically for seasonal vari- 
ation. Special controls, such as a high re- 
serve ratio specifically against post- 
Korea loan increases,* may be desirable 
in addition, as penalties against banks 
which have expanded loans most sharply 
in the first months of the defense emer- 
gency. (See, however, the discussion in 
Section IV below.) 

Parallel controls might be extended to 
savings banks as well, if loan expansion 
by these institutions became a serious 
factor in the inflation picture. The ceiling 
ratio applicable to savings banks would 
necessarily be different from that for 
commercial banks, since savings institu- 
tions operate characteristically on small 
cash reserves and hold time rather than 
demand deposits. Control over bank in- 
vestments (other than government se- 
curities) might also be required, if it be- 
came a popular mode of evasion to dis- 
guise loans as investments. 


IV 


There appears to exist authoritative 
opinion that the loan ratio can be made a 
subject of Federal Reserve regulation 
without congressional legislation. It has 
been suggested, notably by President 
Truman at a White House conference of 
February 26, 1951, that the provisions of 


tA proposal that reserve ratios be computed 
against earning assets rather than against deposits, 
with different ratios against different classes of earn- 
ing assets (the highest presumably against loans), 
was made by Professor Viner at the White Sulphur 
Springs Conference in April, 1951, and amplified ina 
letter to the New York Times dated April 16. As a 
general regulatory plan, it does not appear to allow 
adequately for differences between banks. Either the 
differentials between asset reserve ratios would be 
too small for effectiveness, or else there would be risk 
of serious embarrassment to banks which had cus 
tomarily concentrated on lending rather than in 
vesting. As a penalty provision against loan in- 
creases, however, the plan seems meritorious. 
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the Emergency Banking Act of 1933 re- 
main in force. Under this legislation the 
President, through the Secretary of the 
Treasury, has blanket power ovcr the 
conditions under which Federal Reserve 
member banks may do business. These 
powers may, it is said, be delegated to the 
board of governors of the Federal Re- 
serve System. At the same time they may 
be extended to nonmember banks under 
authority of the Trading with the Enemy 
Act of World War I.° 

Control over the loan ratio is not in- 
consistent with regulation of bank credit 
by other devices. It can attack the prob- 
lem of loan expansion more directly, and 
be evaded somewhat less easily, than can 
the other over-all controls with which it 
might be combined. Four such control 
devices, some already invoked and others 
under discussion, are listed below. Ad- 
vantages of loan-ratio regulation over 
certain of these plans are also indicated. 

1. The ordinary reserve requirements 
against bank deposits may be increased, 
requiring the commercial banks to keep 
increased deposits at the Federal Re- 
serve banks. These increased deposits 
can to some extent at least be secured 
simply by selling marketable govern- 
ment securities to the Federal Reserve 
System at the “pegged’”’ price for these 
securities. Since the “‘peg”’ has been per- 
mitted to slip below par, this process in- 
volves a capital loss and is not the cost- 
less affair it was prior to 1951. 

A variant of this plan involves a dif- 
ferential reserve of go or 100 per cent on 
all increases in deposits since some base 
date, such as the outbreak of the Korean 
war. This could again be met by sales of 

% New York Times, February 27, 1951. The White 
House conference in question was attended by 
representatives of the Council of Economic Ad- 
visers, Office of Defense Mobilization, and Securities 
and Exchange Commission, in addition to the Treas- 
ury Department and the Board of Governors. 
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marketable government securities to the 
Federal Reserve System, at the cost of 
appreciable capital loss. A differential re- 
serve of this type would lower the net 
rate of return on increased commercial 
bank lending by somewhat more than 
would an across-the-board increase in re- 


serve requirements. It would also dis- 
criminate against new banks, banks lo- 
cated in growing communities, and banks 
which are most successful in attracting 
depositors and other customers from 


competitors. 

This discriminatory feature also mili- 
tates against any flat ceiling on either the 
loans or the deposits of any individual 
bank,"® or against applying a loan ratio 
only to post-Korea increases in loan vol- 
ume. Even when certain banks have ex- 
panded loans in defiance of pressure for 
voluntary restraint, it is difficult if not 
impossible to penalize them without si- 
multaneous discrimination against new 
and growing institutions. 

The Viner proposal for reserve require- 
ments to be imposed against classes of as- 
sets rather than against deposit liabili- 
ties, discussed above in note 8, also be- 
longs in this category. 

2. Selective or qualitative credit con- 
trols may be imposed, particularly over 
consumer, real estate, and housing cred- 
it, and over margin requirements on se- 
curity loans. The volume of credit af- 
fected, however, is relatively slight. Out- 
right evasion is by no means impossible.” 
Potential borrowers can turn to other 


© A plan of this type was outlined in the Wall 
Street Journal, March 17, 1951, authorship being 
ascribed to Dr. John D. Clark of the Council of 
Economic Advisers 


™ Evasion occurs, for example, when a loan made 
for an uncontrolled purpose frees the borrower’s own 
capital for use in consumer or real estate credit, or 
for the purchase of securities. Banks usually attempt 
to check such evasive activities but can never be 
completely successful. 
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sources. Thus if both banks and insur- 
ance companies make both real estate 
and commercial loans, and bank real 
estate lending is restricted, what will be 
ihe result? Real estate loans will shift to 
some extent from banks to insurance 
companies, and ordinary commercial 
loans and investments from insurance 
companies to banks. The total volume of 
loan credit will remain approximately 
unchanged. 

3. Federal Reserve support for the gov- 
ernment securities market may be modi- 
fied by substantial lowering of the sup- 
port price, by “pulling the plug’’ and 
abandoning support altogether, or by re- 
stricting the marketability of future is- 
sues of government paper. Expert opin- 
ion, particularly in Federal Reserve 
circles, maintains the existence of some 
golden mean or happy medium in bond 
prices and interest rates. This “golden 
mean”’ rate and price will dissuade lend- 
ing agencies from liquidating their exist- 
ing holdings of governments and yet re- 
quire from the Treasury no serious bur- 
den of interest rate increases when new 
securities are issued or old ones refunded. 
As a plain man and in a single station, | 
doubt the existence of any such rate. 
The gold in the golden mean rate must 
come, it would seem, from the mythical 
Seven Cities of Cibola, in a period when 
expectations about future interest rates 
are, in jargon, “elastic upward.’”’ That is 
to say, any Treasury concessions on in- 
terest rates in the present are apt to be 
taken, when expectations are elastic up- 
ward, as promises of bigger and better in- 
creases to come, at least until the rate 
has risen sufficiently to add several bil- 
lions a year to the cost of federal debt 
service.” 

" Perhaps the best treatment of the interest rate 


problem as regards American government securities 
remains a relatively neglected article by Lawrence 
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4. Commercial banks may be required 
to hold a certain percentage of their de- 
posits in government securities. There 
would then be a “security”’ or “‘second- 
ary”’ reserve in addition to the “‘cash”’ or 
‘“primary’’ reserve required under exist- 
ing law. The secondary reserve could be 
held in existing issues, or it might be lim- 
ited to a special issue bearing a lower 
interest charge. 

This proposal was developed by Pro- 
fessor Seltzer to avoid the inflation he 
foresaw as a result of the coincidence of 
substantial excess bank reserves and the 
heavy defense spending which preceded 


H. Seltzer, “Is a Rise in Interest Rates Desirable 
or Inevitable?”’ American Economic Review, XXXV 
(December, 1945), 50 

In March, 1951, the Treasury offered to exchange 
a limited amount of existing 2} per cent marketable 
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long-term securities for a new 2% per cent issue, 
marketable only indirectly and at substantial loss 
rhe exchange is at the option of the holder, not the 
l'reasury. It compensates for decreased market- 
ability by a rate increase of only } per cent. At the 
same time, the price of the existing marketable 2}’s 
has been permitted to sag slightly below parity, so 
that their effective rate of return is also approximate 
ly 23 per cent. 

There are three alternative reactions to this offer, 
if it is enlarged and generalized. (1) Some holders 
will accept the exchange. (2) Others will gamble on 
the 24’s being pegged sufficiently close to parity to 
make the added } per cent of return insufficient com 
pensation for the loss in marketability. These will 
continue to hold the 2}’s. (3) Stillother holders will 
anticipate further decline of the 24’s, but hold out for 
more than a } per cent premium for lost market 
ability. These will liquidate their holdings for cash 
or short terms, and await future opportunities for 
more profitable long-term investment. 

Alternative (1) will freeze existing debt effective 
ly against monetization of debt through sale to the 
Federal Reserve System. Alternative (2), if justified 
by events, leaves the door open for monetizing the 
debt in the future. Alternative (3) means increased 
monetization in the present. Unless alternative (1) is 
taken eventually by holders of the bulk of the exist- 
ing debt, no great good will have been accomplished 
by this Treasury gadget, beyond making future is 
sues nonmarketable and less explosive. If the anal- 
ysis in the text is correct, alternative (1) will be ac- 
cepted by relatively few bondholders, and relatively 
little good will have been done 


CONTROL 427 


America’s entrance into the second 
World War." It has since been recom- 
mended intermittently in the Federal 
Reserve System, being associated with 
the name of former Chairman Marriner 
S. Eccles of the Board of Governors and 
former Chairman Simeon E. Leland of 
the Federal Reserve Bank of Chicago."* 
It has been opposed by commercial 
bankers fearful of its effect on bank earn- 
ings and has never aroused much con- 
gressional support. 

An advantage of the loan-ratio ceiling 
over the secondary-reserve proposal is 
that it affects loans directly. Under the 
secondary reserve, a bank wishing to ex- 
pand its loans would be jess able to do so 
by selling its government securities but 
could instead dispose of other invest- 
ments, perhaps at somewhat greater risk 


of capital loss. Under the suggestion 


proposed here, control over loans, which 


we suppose less inflationary than invest- 
ments, would be significantly tighter. 
V 

Objections to a loan-ratio ceiling can 
be expected from three sources. They will 
come almost inevitably from bankers. 
No one likes to see his business subjected 
to increased outside control, and bankers 


'i Lawrence H. Seltzer, “The Problem of Our 
Excessive Banking Reserves,” Journal of the Ameri 
can Statistical Association, XXXV (March, 194¢ 
32-35. 

'4 Board of Governors, 1945 Annual Report, p. 8; 
“Proposal for a Reserve Requirement 
against’*the Demand and Time Deposits of Banks,”’ 
Federal Reserve Bulletin, XXXII (December 1947), 
1461-62; ibid., XXXIV (January, 1948),14-23;S.E 
Leland, ‘““‘The Government, the Banks, and the Na 
tional Debt,” Journal of Finance, I (August, 1946), 
23-24 (originally published in Commercial and Fi 
nancial Chronicle, January 17 For a 
of the later literature, together with critical com 
Re 
Commercial Banks,’’ 


XLI (March, 


Special 


» 1940 survey 


ments, see Edward C. Simmons, “Secondary 
Requirements for 


Economic Review, 


serve 
American 
123-35 


1951 
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are no exception. Bankers will object 
with especial vehemence because these 
controls will impair their competitive po- 
sition vis-A-vis such rivals as building 
and loan associations, public lending 
agencies, and insurance companies. Ob- 
jections will also come from small busi- 
nessmen and to a less extent from 
farmers. They are peculiarly dependent 
on commercial banks for working capi- 
tal, and restrictions on bank credit ex- 
pansion will impress them as discrimina- 
tory. Objections, finally, will come from 
the increasing body of citizens with 
“vested interests in inflation,’’ who have 
speculated on continued inflation to the 
extent that they stand to suffer financial 
losses not only from price declines but 
from price stability. In considering these 
objections, I shall try to distinguish be- 
tween those applicable peculiarly to the 
proposal made here, those applicable to 


any anti-inflationary program operating 
from the monetary side, and those ap- 
plicable to any anti-inflationary program 
of whatever sort. 


VI 

Banks exist, and earn their profits, by 
serving their clients and their depositors. 
[t naturally seems contrary to sound 
banking policy to restrict banks’ services 
to their most important clients (their 
borrowers), except in the interest of their 
depositors. Sound banking practice, it 
has always appeared, involves only such 
limitations on bank loans as are required 
to protect bank depositors. One such 
limitation is the requirement of adequate 
reserves against deposits. Another is the 
unwritten requirement that borrowers 
have adequate “capital, capacity, and 
character’ to insure the bank, and 
through the bank its depositors, against 
avoidable defaults on loans. Bankers 
tend to see their depositors as ‘‘the pub- 
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lic,” and “‘the public” as their depositors. 
Their duty to the public is therefore ful- 
filled when their depositors’ money is 
safe. In the 1950-51 situation there seems 
no danger of bank runs such as would re- 
quire increased reserves or of defaults on 
loans made with the ordinary degree of 
caution. What then is the need for fur- 
ther regulation? 

The answer can only be given in terms 
of the inflationary effect of bank-loan ex- 
pansion, and this answer finds two usual 
rebuttals in practical banking circles. 
One is that bankers cannot “‘create cred- 
it,” but can only lend out funds with 
which depositors have intrusted them. 
This comes close to the truth for the in- 
dividual bank but is wrong for the com- 
mercial banking system as a whole, as 
can be deduced from our brief analysis of 
“derivative deposits” earlier in this 
essay."S 

Another conventional view among 
practical bankers denies that loans for 
‘““productive’’ purposes can possibly be 
inflationary. A productive loan induces 
an equivalent additional output. Loan 
expansion, in this view, may be necessi- 
tated by higher prices, but it can never 
cause them, unless the loans are made for 
“speculative” rather than “‘productive”’ 
ventures. 

This is the “productive credit,”’ “real 
bills,” or “needs of trade’’ theory of 
banking, which has been dominant for at 
least two centuries. It was perhaps 
strongest in Great Britain and America 
during the half-century immediately 
prior to World War I and has since fallen 

's Cf. above, p. 422. Loans made by Bank X be- 


come, for the most part, deposits in Banks Y, Z, 
and so on. When Banks Y and Z expand their own 
loans on the basis of increased deposits, they need 
not inquire into the source of the increases and are 
unaware that credit is being “‘created”’ in any sense. 
Looking at the three banks taken together, however, 
the possibility of multiple expansion can be seen. 
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into disrepute in academic circles."* With- 
out marshaling all the possible argu- 
ments against this plausible and “‘practi- 
cal’’ theory, let us be content with point- 
ing out a crucial limitation under condi- 
tions of full employment. When resources 
are employed fully, any single borrower 
can of course expand his own output by 
using his loan for productive purposes. 
But this is done almost entirely by em- 
ploying “productive credit”’ to hire labor 
and materials away from other bidders. 
And how can this be done? In the absence 
of unemployment, it is done normally by 
raising their prices. To the extent that 
the prices of labor and materials rise, real 
output as a whole is not expanded when 
bank credit is. Borrowers can expand 


their output, but at the expense of non- 
borrowers. The money value of output 
rises with the price level. Only this, and 
nothing more. 

Regulation of bank loans is peculiarly 


obnoxious to the commercial bankers for 
the reason that rival lending agencies are 
left unaffected. Insurance companies and 
government corporations, in particular, 
would be untouched by the loan-ratio 
ceiling. With bank lending restricted, in- 
surance companies would be able to skim 
the cream of the lending business, financ- 
ing their expansion if necessary by selling 
the government securities which they 
now hold. 
© The leading contemporary critique of this the- 
is L. W. Mints, History of Banking Theory 
(Chicago: University of Chicago Press, 1945), de- 
voted largely to tracing its various historical mani- 
festations and attacking each in turn. Among earlier 
refutations, the standard one remains the 150-year- 
old classic Enguiry into the Nature and Effects of the 
Paper Credit of Great Britain, published by Henry 
Thornton in 1802! Little is said now in opposition to 
the “needs of trade” doctrine which cannot be 
found in Thornton’s essay, but repetition seems to 
be required in each period of inflation and to each 
generation of practical bankers. Among twentieth- 
century works, special attention is perhaps due to 
the refutation in Dennis H. Robertson, Money (rev. 
ed.; London: Pitman, 1948), pp. 105-7, 182 


ry 
ory 
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This is a valid competitive objection. 
If banks are to be protected against privi- 
leged competition, it may be necessary to 
let marketable bond prices fall further 
than otherwise, to prevent insurance 
companies from expanding over areas va- 
cated by the banks. On the other hand, 
loans from nonbankers are somewhat less 
inflationary than bank loans. Insurance 
loans, security issues, and trade credit do 
not increase the total of deposit currency 
as bank loans do. They merely transfer 
existing deposits from lenders to bor- 
rowers. The turnover of these deposits 
against goods and services may be ac- 
celerated, but only to a limited extent. 
Limits are set by the financial needs of 
the lenders themselves, which eventually 
require them to borrow from their rivals 
(the commercial banks), or else reduce 
the scale of their own lending activity. It 
is the existence of such limits which 
makes their credit less inflationary than 
that extended by the banks 

Control over bank lending, however, 
will admittedly increase the short-cir- 
cuiting of the commercial banking sys- 
tem by all of the devices mentioned in the 
last paragraph. It will probably increase 
the velocity of circulation of money. If 
this velocity rises substantially before 
the limits on nonbank credit expansion 
are reached, upward pressure on prices 
will continue, quite as though the quan- 
tity of money had increased. But with 
bank credit tight, credit from rival 
sources must tighten as well. Nonbank- 
ers can be liberal with business loans, 
book credits, or security purchases while 
they are sure of help from their banks if 
their own position becomes illiquid. But 
if they cannot expect such help regard- 
less of their technical credit ratings, their 
attitudes will hardly remain unaffected. 
If this analysis is correct, nonbank credit 
too will tighten almost at once, following 
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a ceiling on the loan ratio, by a half- 
psychological, half-economic contagion. 
Upward price pressure will ease at the 
same time. It may even be replaced by 
an over-all “money shortage.”’ To the ex- 
tent that nonbank credit replaces bank 
credit, upward pressure from increased 
velocity can be counteracted by further 
reduction of the loan-ratio ceilings, al- 
though this action penalizes the commer- 
cial banks for the activities of their com- 
petitors. 

There exists an unfortunate tendency 
in banking publications to treat any pro- 
posal for additional regulation of banking 
in the interest of inflation control as a 
form of nationalization or bankruptcy of 
the commercial banking system, or a plot 
to blame private bankers for the financial 
excesses of the federal government. This 
reaction was marked particularly in con- 
nection with the “secondary reserve” 
proposal of the board of governors." 
Talk of bank nationalization through 
loan-ratio control, however, is pure prop- 
aganda in the most derogatory sense of 
the term. There is nothing closer to bank 
nationalization in a ceiling on the loan 
ratio than in the floor on the ordinary re- 
serve ratio. A floor on the reserve ratio 
has been a feature of bank regulation for 
over a centurv. 

The effect of a ceiling loan ratio upon 
bank earnings is by no means clear. Cer- 
tainly, as the banks are forced to curtail 
the volume of their loans, or as a rise is 
choked off which would have occurred 
otherwise, there will be a tendency for 
interest rates to successful borrowers to 
rise. The rise in interest rates will be one 
method of rationing the reduced volume 
of credit available relative to the amount 
demanded. Some banks, however, will 
prefer to ration credit more directly—by 


17 See Simmons, op. cit., p. 127, n. 8 
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imposing higher standards, rejecting new 
customers, or what not—while leaving 
their nominal interest charges unchanged. 
Whether the over-all rise in interest rates 
will be sufficient to compensate the banks 
for the reduction in loan volume cannot 
be forecasted accurately. Were it not for 
insurance company and other competi- 
tion, I might hazard a guess that bank 
earnings would actually increase, due to 
the inelastic character of the demand for 
loans."* At any rate, some rise in interest 
rates to private borrowers can be ex- 
pected, even though the rate on govern- 
ment securities be held constant by Fed- 
eral Reserve support of their prices. The 
market for government securities will 
thus be isolated further from the ordi- 
nary or private money markets. 

Any credit restriction policy—not 
merely the proposal under discussion 
here—affects small business first and 
probably hardest. This is particularly 
true for a strong program, with actual 
cut-backs and roll-backs involved. Small 
business is the marginal borrower, whose 
credit line the banks will reduce first, 
when over-all restrictions are imposed. 
While larger companies have frequent ac- 
cess to internal financing, insurance com- 
panies, and the securities markets, these 
are for practical purposes barred to their 
smaller competitors. Book and trade 
credit, while available to large and small 
alike, usually involves higher interest 
charges to the small borrower. And, 
finally, the bank credit remaining avail- 
able to small business will probably be 
available only at higher interest rates. 

It is not at all inconceivable, rather in 

‘8 Earnings in small city, suburban, and country 
banks are most likely to rise, since borrowers from 
these banks have limited access to other sources of 
capital. Earnings in large city banks are less likely 
to rise, as any increase in bank interest rates drives 


large and well-established borrowers to insurance 
companies and security flotations 
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fact quite likely, that credit cut-backs 
will cause acute financial embarrassment 
to small companies who have financed 
growth by getting into extended financial 
positions. Many will be forced to dispose 
of inventories or to reduce the scale of 
their operations. Some may be forced 
into liquidation or even bankruptcy. 

The small businessman (and farmer) is 
then the principal victim of monetary 
stringency. The imposition of monetary 
controls will probably tend to increase 
the concentration of American business 
among the larger concerns. The validity 
of this objection must be granted, yet the 
fixed-income consumer and other victims 
of inflation can hardly have helped ob- 
serving that these small businessmen and 
farmers have done well enough for them- 
selves while prices were rising to have 
lost any claim on our lachrymose sympa- 
thy when controls are being invoked. 
But this is an ethical judgment rather 
than an economic one. 

A particular group of small businesses 
presenting special problems are defense 
plants, chiefly of the subcontracting va- 
riety, which rely on local banks for their 
working capital. They may not be able to 
obtain such capital, if these local banks 
are kept from lending by ceilings on their 
loan ratios. It will be easy to cite their 
difficulties as representing interference of 
“‘finance’’ with the defense effort and to 
make a case in the name of patriotism for 
doing away with the obstruction. 

In reality, it is not “‘finance’’ but full 
employment which will be halting de- 
fense production. It is not basically 
money which is unavailable when bank 
credit is reduced but the real goods and 
services which the money represents. 
Supplying labor and materials to defense 
plants requires taking labor and mate- 
rials away from others. Any alleged 
shortage of credit for defense plants 
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means that banks are unable or unwilling 
to take labor and materials away from 
other companies by restricting their cred- 
it hard enough or fast enough. 

Defense contractors and subcontrac- 
tors who cannot be accommodated by 
the banks should be able to obtain credit 
directly from a centralized source. The 
Reconstruction Finance Corporation, 
currently under a cloud because of 
charges of corruption in its operations, is 
such a source. The Federal Reserve 
banks are other possible sources. They 
set up V-Loan and T-Loan programs to 
assist in defense plant financing during 
and after World War II. Enforcement of 
loan-ratio ceilings against commercial 
banks would require their operation on a 
much larger scale in the present situa- 
tion, particularly if extreme conservatism 
is forced on the Reconstruction Finance 
Corporation. 

The volume of commercial loans to de- 
fense plants financed through the RFC 
and Federal Reserve System should nat- 
urally be considered in setting loan-ratio 
ceilings. These loans result in deposits 
which are “original’’ to the commercial 
banking system and which are if any- 
thing more inflationary than ordinary 
commercial loans. The more of such ex- 
traordinary federal financing is required, 
the lower should the loan-ratio ceiling be 
set for the commercial banks, and the 
more rapidly should it be reduced. 

Whenever an inflationary movement 
is halted abruptly, or a price roll-back is 
attempted on a general scale, there is rea] 
danger of setting off waves of depression 
and unemployment. With many prices 
and wages rigid against downward move- 
ment, profit margins are squeezed, some- 
times to the vanishing point or below. 
Consumer psychology also may veer to- 
ward “elastic expectations” in the down- 
ward direction, with each price cut lead- 
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ing to the postponement of purchases in 
anticipation of further cuts to come. 
Cumulative downward movements may 
even lead conceivably to ‘“‘hyper-defla- 
tion,”’ such as occurred in 1931-33. 

It should nevertheless be easy to avoid 
such excesses while adhering to a firmly 
deflationary policy. This is most likely if 
the monetary authorities, in this case the 
Board of Governors of the Federal Re- 
serve System, state with some authority 
and in advance the goal of their actions 
in quantitative terms. They are not seek- 
ing, they should make clear, to bring 
prices down, but down to some specified 
level, such as that of January, 1950, or 25 
per cent above the level of V-J Day, 
1945; and they should declare that they 
firmly intend to maintain this level 
against downward as well as against up- 
ward pressure. Such a clear statement of 
policy, especially if put in price-level 
terms, will be of real value in avoiding 
anticipations of cumulative deflation. It 
will also make less dangerous the in- 
evitable time lags in the price effects of 
changes in the loan-ratio ceiling. 

The problem of rigidities, of the re- 
fusal of particular prices and wage rates 
to budge from their inflationary peaks, is 
more serious. It has caused the great 
bulk of the transitional loss in output and 
employment which has followed every 
reversal of major inflationary move- 
ments. It will almost inevitably cause 
considerable loss of output and employ- 
ment, at least temporarily, if this pro- 
posal is put into effect, or if any other 
efficient monetary or fiscal measures for 
inflation control are enforced. Chairman 
Leon Keyserling of the Council of Eco- 
nomic Advisers is perhaps the most 
prominent of many American economists 
who, measuring prosperity by the vol- 
ume of production and impressed with 
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the desirability of growth of production 
at maximum speed, have tended to ex- 
aggerate the cost of inflation control in 
temporary slackening or reversal of 
growth and to ignore the distributive 
cost of inflation itself. This position is 
analogous to that of the pareitts of kid- 
napped children, who pay ransoms in 
preference to calling the police and risk- 
ing injury to their loved ones. It is a 
wrong decision from the viewpoint of so- 
cial ethics, and perhaps from long-run 
self-interest as well; and yet who can 
condemn his fellows for yielding to it? 
The beneficiaries of high and rigid 
wages and prices, which will become 
unbalanced with the remainder of the 
economy when the general price level 
ceases rising, are among the groups with 
the strongest vested interest in continued 
inflation. The problem of rigidity in 
prices and wage rates is merely one im- 
portant part of the general problem of 


“vested interest in inflation’ to which 
we now turn. 


Vil 

The vested interest in inflation is al- 
ready stronger in present-day America 
than it ever became during World War 
[I. The prevailing belief at that time was 
based upon 1919-21 experience and upon 
the forecasts of postwar depression. It 
was thought at the time that inflation 
must lead to depression, that ‘what goes 
up must come down.”’ The events of 
1946-48 have shaken this psychological 
set. The present belief appears rather 
that “what goes up must rise further,”’ 
and more and more people pay higher 
and higher prices for “hedges’’ against 
future price increases. 

Who has a vested interest in inflation? 
Everyone who stands to suffer financial 
loss not only from price deflation but 
from price stability. More specifically, 
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there are three major groups in whom 
such an interest has become vested. 

1. Holders of real estate, securities, 
and inventories who have made their 
purchases at prices which include a pre- 
mium for “inflation hedge.’’ They stand 
to lose not only if general prices fall but 
if they stay constant, for under constant 
general prices the “hedgehogs” drop out 
of the demand side of the market for the 
“hedge” goods, and the “hedge’’ goods 
themselves fall in price. Building con- 
tractors and materials men, and other 
producers of “hedge” goods, are in- 
directly in the same category. 

2. Then there are wage-earners whose 
hourly or weekly rates are so high that 
only the hoarding and pirating of labor, 
or production for inflation hedge pur- 
poses, assures them of steady employ- 
ment. They stand to take cuts in employ- 
ment, wage rates, or both (probably 
both), if the general price level is stabi- 
lized. These cuts will of course be greater 
and last longer if prices fall. 

3. Finally, there is the growing body of 
persons with fixed money debts, whose 
current incomes are more or less pro- 
tected by “escalator clauses’’ in one form 
or another. Their disposable incomes, 
after payments on their fixed debts, rise 
with the price level. The homeowner with 
an escalator clause in his wage contract 
and a mortgage on his home may have 
more to spend on current consumption, 
in real terms, the higher the price level 
rises. Such people do not normally realize 
their stake in maintaining the value of 
money. The “money illusion’? may be 
lifted for them as regards present money 
incomes, but for future money incomes 
it remains in control. These people 
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do not realize what is happening in 
the present to the future purchasing 
power of their fixed money credits—pen- 
sions, annuities, or insurance. Or perhaps 
they expect eventual “escalation’’ to 
cover these items as well as current ones. 
This sort of thinking, or nonthinking, is 
an example in monetary economics of 
that “underestimation of the future” 
which Béhm-Bawerk considered basic to 
human economic psychology. 

Vested interests in inflation apply 
against any effective method of inflation 
control, whether direct or indirect. They 
constitute the “real reasons’ back of 
some of the “good reasons’’ outlined 
above against the loan-ratio ceiling pro- 
posal. Also the strongest reasons. They 
operate not only against this proposal 
but against other monetary and fiscal 
plans for inflation control. They operate 
against direct controls as well—as Messrs. 
Johnston, Wilson, and DiSalle 
doubtless testify. 

Vested interests in inflation must sim- 
ply be overcome by frontal attack, if the 
value of the dollar is to be maintained. 
The “hedgehogs”’ among us will have to 
sacrifice for the benefit of the remainder. 
Temporary losses in disturbed expecta- 
tions, industrial conflict, reduced produc- 
tion, and unemployment will affect a 


can 


courage required to overcome these 
vested interests within the framework of 
our traditional institutions, or we do not. 
If we have courage, well and good. If not, 
we may yet, for all our vaunted produc- 
tive capacity, follow the road to a barter 
economy or to whatever measures of dic- 
tation or confiscation may be required to 
prop up the purchasing power of our 
money. 
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T Is generally believed that, although 
property tax rates have been rising, 
local governments in the United 

States no longer have property tax re- 
sources necessary to support their ex- 
panding public services.? This paper ex- 
amines the available data on true prop- 
erty tax rates in the United States from 
1922 to 1949 in order to test the belief 
that localities have been taxing property 
more heavily. 

The true property tax rate is the ratio 

of the property tax to the matket value 
of the taxed property. This rate differs 


*I am deeply indebted to Professor Richard 
Goode for helpful suggestions and criticisms 

2 Professor Groves writes: ‘‘At the local level, the 
general property tax has proved itself as inadequate 
and as unsuitable to finance the needs of a modern 
city as it did forty years ago to finance the states” 
(Harold M. Groves, “A General Appraisal of the 
American Tax Problem,” Annals of the American 
Academy of Political and Social Science, CCLXVI 
{November, 1949], 51). A study by the Federal Re- 
serve System states that localities “suffer the dis- 
advantages of a tax system inadequate to meet 
steadily increasing demands for public services’ 
(Board of Governors of the Federal Reserve System, 
Public Finance and Full Employment {‘‘Postwar 
Economic Studies,’”’ No. 3 (Washington, 1945)], p. 
105). Professor Somers writes that property taxation 
“has been exploited more and more as needs have 
grown. The trend continues” (H. M. Somers, Public 
Finance and National Income |Philadelphia: Blakis- 
ton Co., 1949], p. 431). On the other hand, in his his- 
tory of property taxation in the United States, Pro- 
fessor Jensen wrote: “Is there a marked tendency 
toward increased property taxes, when expressed 
correctly as a percentage of the true value of the 
taxed property? Unfortunately, no study has been 
made to show whether taxes actually are rising as 
fast as complaints would lead one to believe” (Jens 
P. Jensen, Property Taxation in the United States 
{Chicago: University of Chicago Press, 1931], pp. 
86-87). 


from the official tax rate which is based 
on assessed valuations. Since the ratio of 
the assessed to the market value of prop- 
erty is not uniform in different areas and 
changes frequently in the same locality, 
one must examine true rates in order to 
avoid the effects of variations in assess- 
ment ratios. 

Two principal sources of statistics on 
true property tax rates are available. The 
Bureau of Agricultural Economics has 
made estimates for farm real estate since 
1909.3 The Bureau of Governmental Re- 
search has compiled such information for 
property in urban areas since 1922.4 The 
significance of these estimates is indi- 
cated by the large proportion of total 


property tax revenue they represent. In 
1930 the 310 cities having a population of 
over 30,000 accounted for 53.5 per cent 
of the total. From 1924 to 1948, taxes 
levied on farm real estate ranged from 
8.8 per cent to 13.7 per cent of the annual 
revenue from property taxation. 


’ The Bureau of Agricultural Economics of the 
United States Department of Agriculture has made 
estimates of average tax levies on an acre of farm 
real estate per $100 of value for each of the forty- 
eight states, nine geographical divisions, and the 
United States as a whole. The bureau states that its 
computations are based solely on real estate. 

+ The estimates by the Bureau of Governmental 
Research, a private agency located in Detroit, are 
the average true rates on property in urban areas 
usually consisting of several units of local govern- 
ment. The bureau does not explicitly exclude per- 
sonal property, but it is probable that the assessment 
ratios used to compute true rates are based primarily 
on real estate. The bureau bases its estimates on offi- 
cial property tax rates and does not take into con- 
sideration the possible difference between levies and 
collections. 
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Table 1 shows the trend of true prop- 
erty tax rates on farm real estate. Table 2 
shows the trend in cities having popula- 
tions of more than 30,000 and 250,000, 
respectively. In the larger cities, the 
countercyclical fluctuations of average 
true rates are more pronounced. This 
probably results from more accurate as- 
sessment ratios. 

The method of the Bureau of Agricul- 
tural Economics is superior to that of the 
TABLE 1* 

TAX LEVIES IN THE UNITED STATES 
ON FARM REAL ESTATE PER $100 
OF VALUE, 1922-49 


Taxes per $100 
of Value 


$o.06 
1.O1 
03 


Year 

1922 
1923 
1924 


I 
1925 I .07 
I 


1926 12 
1927 15 
1928. 18 
1¢290 19 
1930 3° 
IQ3I 44 


1932 54 
1933 28 
1934 19 
1935 15 
1930. 


1937 
1938 
1939 
1940 
IQg4!I 


1Q42 
1943 
1944 
1945 
1940 


1947 0.96 
1948 1.00 
1940.. I.10 


* Source: Agricultural Finance Review, XII (No 
vember, 1940), 104, and Department of Agriculture, 
Taxes Levied on Farm Real Estate in 1049 (Wash 
ington: Bureau of Agricultural Economics, August, 
1950), p. 2 
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Bureau of Governmental Research. The 
former computes true rates by obtaining 
the ratio of average tax levies per acre 
to the average value of an acre of farm 


TABLE 2* 


TREND OF TRUE PROPERTY TAX RATES IN 
LARGE CITIES OF THE UNITED 
STATES, 1922-40 


| : . Crtres Havinc a Porv 
Crtres Havine a Port 

LATION OVER 250,000 

] 

| 


LATION OVER 30,000 
IN 1930 


Arithmetic 
Average 


True Prop 
No. of erty Tax 

| Cities? Rates per Rate per 
$1,000 of $1,000 of 
Valuet True Value§ 
1922 $24.90 
1923 3: 23.59 
1924 3 3-5 23.48 
1925 22.40 
1926 : 22.55 


1927 3.45 3 22.82 
22.90 
23.01 
23.29 
24.34 


1928 
I9g29 
1930 
193! 


ww A 
wwe 


nN 
+ 


cs) 


1932 
1933 
1934 
1935 
1930 230 








N 


Nw 
| 


N 


1937 225 
1938 ; 
1939 257 
1940 252 
194! 203 








1942 27! 
1943 290 
1044 249 
1945 25° 
1940 249 


ee ee! 
SnNnNN SI 


1947 301 28 
1948 303 29 
1949 248 30 








* Source: The annual reports by the Bureau of Governmen- 
tal Research, Detroit, in the National Municipal Review, Vols 
XI-XXXIX (1922-50) 

t The number of cities for which rates are available in two 
successive years 

3 The true rates are based on (1) the average rate in 1922 and 
(2) the amounts of change in the arithmetic average of true rates 
for cities reporting in both of two successive years 

§ When data for some of the 37 cities are lacking, the rate 
computed is the average of those cities for which estimates are 
available. 
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real estate.‘ Data on taxes per acre are 
primarily from official tax records. Data 
on the value of farm real estate are from 
owners’ estimates compiled by the Bu- 
reau of the Census and from the index of 
fam land values computed by the Bu- 
reau of Agricultural Economics. The lat- 
ter has been based primarily on estimates 
by crop reporters of the average value of 
all farm land (including improvements) 
in their localities. Both the tax-per-acre 
and value-per-acre figures are weighted 
according to the area of land in farms. 
The Bureau of Governmental Re- 
search computes true rates in cities by 
multiplying official rates by estimates of 
the average ratio of the assessed to the 
true value of property.® The bureau ob- 
tained its data from questionnaires sent 
to city and county officials, bureaus of 
municipal research, and chambers of 
commerce. Estimating accurate assess- 


ment ratios for property in cities has been 
difficult.’ The true property tax rate for 
groups of large cities computed by the 
Bureau of Governmental Research is a 
simple arithmetic rather than a weighted 


average. 


$ For a description of the method used by the 
Bureau of Agricultural Economics see Donald Jack- 
son and G. J. Isaac, Farm-Property Taxes and Their 
Relation to Parity Determinations (Washington: De- 
partment Agriculture, 1941), pp. 13-24, and 
Department of Agriculture, Agricultural Estimating 
and Reporting Services of the U.S. Department of 
Agriculture (Washington: Government Printing 
Office, 1949), pp. 161-62 


of 


® For an explanation of the method used by the 
Bureau of Governmental Research see C. E. Rightor, 
“A Commentary upon the Comparative Tax Rates 
of Thirty-two Cities, 1922,” National Municipal 
Review, XI (1922), 412, and Rosina K. Mohaupt, 
“Comparative Tax Rates of 244 Cities, 1938,”’ Na- 
tional Municipal Review, XXVII (1938), 5096. 

7 For a discussion of some of the problems en- 
countered in attempts to estimate assessment ratios 
from sales data see Illinois Tax Commission, Survey 
of Local Finance in Iilinois, Vol. VIII: Tax-Rate 
Limits and Assessment Ratios, 1925-1940 (Spring- 
field, 1940). 
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One would expect the trend of true 
rates for farm real estate to differ oc- 
casionally from that for urban property. 
The differences in the tabulated trends 
may also have resulted from the use of 
incorrect data. Tables 1 and 2 can be 
roughly examined by comparing true 
rates in 1922, 1929, 1934, 1940, and 1949 

years that encompass periods of price 
stability, deflation, and inflation. 

From 1922 to 1929, true rates on farm 
real estate increased 24 per cent. At the 
same time, true rates fell 1.7 per cent in 
cities with a population over 30,000 and 
7-6 per cent in the thirty-seven cities 
with a population over 250,000. This dif- 
ference between the trends for farm and 
urban real estate resulted primarily from 
opposite movements in the total market 
values of these types of property while in 
both farm and urban localities the need 
for revenue was increasing. The total 
market value of urban real estate in- 
creased from $122.2 billion to $266.3 bil- 
lion between 1922 and 1930, the total 
market value of farm real estate declined 
from $54.2 billion to $47.9 billion.* Natu- 
rally, the need for revenue in farm and 
urban localities did not vary in direct 
proportion to the changes in the total 
market value of property. 

True rates on farm real estate were the 
same in 1934 as in 1929, even though 
they had risen 29 per cent during the 
first three years of this period. On the 
other hand, in 1934 true rates were 5.9 
per cent higher in cities with a popula- 
tion over 30,000 and 10.4 per cent higher 
in the more populous cities. During the 
depression tax levies were more flexible 
on farm property than on urban real 

§D. L. Wickens, Residential Real Estate (New 
York: National Bureau of Economic Research, 
1941), p. 2. 
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estate.® Since property tax levies depend 
upon government expenditures, this may 
have resulted from the more flexible ex- 
penditures in rural areas. Another ex- 
planation is that the reduction in farm 
tax levies in 1932-34 was an attempt to 
lower rates that had been climbing even 
during the 1920’s. Since true rates on 
urban real estate did not increase before 
the depression, a later adjustment of 
urban rates would be expected. 

Data in Table 2 do not show accu- 
rately the extent of the rise in true rates 
on urban property between 1929 and 
1934. Many of the assessment ratios used 
by the Bureau of Governmental Re- 
search failed to increase when the market 
prices of real estate fell.*° When market 
values of property fall more rapidly than 
assessed values, assessment ratios should 
rise. Although the total assessed value 
of property in thirty-two of the cities 
with a population over 250,000 fell 16.3 


per cent during these years, the average 
drop in urban real estate values was 
probably as much as one-third.” 


From 1934 to 1940, true rates in- 
creased almost 1o per cent for both 
groups of cities, but only 2.5 per cent for 


* The estimates by the Bureau of Agricultural 
Economics show that tax levies per acre on farm 
real estate decreased 36.2 per cent from 1929 to 1934 
(Agricultural Finance Review, XII |November, 
1949], 104). Total property tax revenue in the United 
States declined only 14.6 per cent from 1929 to 1934 
(Treasury of the United States, Federal, State and 
Local Government Fiscal Relations [Senate Doc. No 
69 (Washington: Government Printing Office, June, 
1943)], P. 352). 

An examination of the assessment ratios for 
the thirty-seven cities with a population over 
250,000 shows that in eleven cities the assessment 
ratio used in 1934 was less than the ratio used in 
1920, in four cities there was no change, and in only 
sixteen cities was the assessment ratio higher in 1934. 
For six cities comparable assessment ratios were not 
available. In those cities in which the assessment 
ratio was higher in 1934, the increase in the assess- 
ment ratio was sma!! if one considers the fall in the 
market prices of property during these years 
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farm real estate. This estimate of the rise 
in urban rates was probably too large. It 
resulted from higher official tax rates 
combined with the use of assessment 
ratios that failed to decline when prop- 
erty values rose slightly. 

True rates for farm real estate fell 9.8 
per cent from 1940 to 1949, but they 
went up 8 per cent in cities having a 
population over 30,000. A small reduc- 
tion of 0.4 per cent occurred in the thirty- 
seven largest cities. Census data on 
property tax revenue in cities do not sup 
port this trend of urban rates during the 
1940's. From 1942 to 1948 total property 
tax revenue in the 397 cities with a popu 
lation over 25,000 increased only 22.1 per 
cent.” During these years market values 
of urban real estate undoubtedly in 
creased more than property tax revenue 
Therefore, true rates in large cities must 
have fallen. 

The reason why the data of the Bu 
reau of Governmental Research do not 
show the actual decline in true rates on 
urban property is that many of the as- 
sessment ratios it used did not decrease 
when market values of property doubled 
or even tripled."® From 1940 to 1949, 


™ The estimated decrease in assessed valuations 
is based on data reported by the Bureau of Govern 
mental Research for 1929 and 1934 in the National 
Municipal Review. Wickens (op. cit., p. 2) has esti 
mated that the total value of nonfarm real estate 
declined 34 per cent from 1930 to 1934. The total 
assessed value of property includes personal prop 
erty as well as real estate. The value of personal 
property may not have decreased as much as the 
value of real estate. However, real estate probably 
comprises more than 80 per cent of taxed property 
in large cities (Bureau of the Census, Property Taxa 
tion in 1941 (“State and Local Government Special 
Study,” No. 22 (Washington, September, 1942)] 
p. 41). 

"Bureau of the Census, Compendium of City 
Government Finances in 1948 (Washington: Govern 
ment Printing Office, 1950), p. 5 

‘8 An examination of the assessment ratios for 
cities having a population over 250,000 shows that 


in seven cities the assessment ratio used by the bu 
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total assessed valuations in the thirty- 
seven largest cities increased only 36 per 
cent, so that assessment ratios should 
have decreased.'* Another indication of 
inaccuracy is that the assessment ratios 
used by the bureau changed abruptly. 
Hence the estimates of true rates prior 
to the changes were probably incorrect. 

When such deficiencies in the data col- 
lected by the Bureau of Governmental 
Research are taken into consideration, 
its estimates and those of the Bureau of 
Agricultural Economics fail to support 
the common belief that property tax 
resources are being taxed more heavily. 
During the 1920's, although true rates 
on farm property went up 24 per cent, 
the rates on urban real estate decreased 
slightly. During the first two or three 
years of the depression, true rates in- 
creased sharply; however, in 1932-34 
true rates on farm property fell. From 
1934 to 1940 the rise in rates was small. 
By 1941-42 true rates started down, and 
at the end of World War II they had 
fallen to the level of the 1920's. For farm 
real estate the average true rate in 1947 
was the same as in 1922. True rates on 
farm property started to rise in 1947 and 
continued upward in 1948-49. 

IV 

Data on total property tax revenue in 
the United States, new private construc- 
tion, and real estate prices provide a 
rough method of checking the trends esti- 
mated by the Bureau of Governmental 
Research and the Bureau of Agricultural 


reau in 1949 was the same as the ratio in 1940, in 
nine cities the assessment ratio was larger in 1949, 
and in twenty cities the assessment ratio was less 
Data for both years were not available for one city. 


'4 This estimate is based on the assessed valua- 
tions of property in the cities as reported by the Bu- 
reau of Governmental Research for 1940 and 1949 
in the National Municipal Review 
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Economics. The available indexes of con- 
struction costs will supplement the lim- 
ited information on real estate prices. 
The trend of true property tax rates in 
the United States can be estimated by 
comparing changes in total property tax 
revenue with changes in the base of the 
property tax resulting from new con- 
struction and variations in the prices of 
real estate. 

From 1922 to 1929 the large amount of 
new construction tended to maintain true 
rates at approximately the same level 
even though local governments expanded 
levies. Estimates by the Bureau of Labor 
Statistics and the Office of Domestic 
Commerce indicate that the total value 
of new private construction in 1922-28 
was $54.6 billion."’ At an official tax rate 
of $30 per thousand,” this addition to 
the tax base would add $1,638 million 
annually to total property tax revenue.*? 
This revenue in the United States actu- 
ally increased $1,548.7 million during 
these years."* Although prices of urban 
real estate probably went up during the 
1920's, new construction was the main 
factor affecting the base of the property 
tax. 

's United States Housing and Home Finance 
Agency, Housing Statistics, III (January, 1950), 10. 

6 Data on official property tax rates compiled by 
the Bureau of Governmental Research indicate that 
average official tax rates in cities varied from $28.29 
per $1,000 in 1922 to $32.02 per $1,000 in 1929 


'? The estimates by Kuznets of new capital for 
mation exclusive of government capital formation 
from 1922 through 1928 amount to $43 billion (Si 
mon Kuznets, Commodity Flow and Capital Forma- 
tion, I [New York: National Bureau of Economic 
Research, 1938], 404). At an official tax rate of $30 
per thousand, this net capital formation would add 
$1,290 million to annual property tax revenue. 


18 The data on total property tax revenue in the 
United States from 1922 to 1949 are from the studies 
of state and local government finance by the Bureau 
of the Census and from a study by the Treasury of 
the United States entitled Federal, State and Local 
Government Fiscal Relations. 
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From 1929 to 1934 the decline of ap- 
proximately one-third in real estate 
values sharply contracted the property 
tax base. The addition to taxable prop- 
erty because of new construction in 1929 
30 was probably offset by net deprecia- 
tion of property in 1931-33. During this 
period property tax revenue dropped 
14.6 per cent. If the average true prop- 
erty tax rate was 2 per cent in 1929,"° 
decreases of 34 per cent in the total mar- 
ket value of taxable property and 14.6 
per cent in total property tax revenue 
would increase true rates 29 per cent. 

A small advance in real estate prices 
affected the amount of taxable property 
from 1934 to 1940. Again, new construc- 
tion may have expanded the tax base in 
some years, but in other years there was 
net depreciation. The composite index of 
construction cost compiled by the De- 
partment of Commerce went up 8.8 per 
cent during these years.*”® This is strik- 
ingly similar to the 10.5 per cent rise in 
the index of farm real estate values esti- 
mated by the Bureau of Agricultural 
Economics.” Total property tax revenue 
in the United States was only 2 per cent 
higher in 1940. Under these conditions, 
if the average true rate was 2 per cent, 
an 8 per cent increase in real estate values 
would reduce true rates by 5.5 per cent. 

From 1940 to 1949 higher real estate 
values significantly affected the base of 
the property tax. The composite index of 
construction cost went up 103.8 per cent 


‘From 1922 to 1949 true property tax rates 
ranged from approximately 1 per cent to 3 per cent. 
Variations of 1 per cent in the assumed true rate 
have an insignificant effect on the estimated change 
in true property tax rates. 

2° United States Housing and Home Finance 
Agency, Housing Statistics, I (January, 1950), 12 

# A. R. Johnson, The Farm Real Estate Situation, 
1946-47 (Department of Agriculture Circ. No. 780 
[Washington: Government Printing Office, March, 
1948]), Pp. 4-5 
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from 1940 to 1948. The large amount of 
construction after World War II was off 
set to some extent by restrictions on pri 
vate construction during the war. Total 
property tax revenue increased 44.8 per 
cent. If the average true rate was 2 per 
cent in 1940, these increases in the mar- 
ket value of property and in total prop- 
erty tax revenue would lower true rates 
27.5 per cent. 

When compared with the trend of total 
property tax revenue in the United 
States, information regarding new con- 
struction and the prices of taxed prop- 
erty indicates that true rates remained 
the same from 1922 to 1929, increased 29 
per cent from 1929 to 1934, fell 5.5 per 
cent from 1934 to 1940, and decreased 
27.5 per cent from 1940 to 1948. 

\ 

The trend of true property tax rates 
shown by the statistical data has largel 
resulted from several developments i: 
state and local government finance. Ox. 
of these is that property taxation has be- 
come less important as a source of reve- 
nue for local governments. Because lo- 
calities have tapped other sources of 
revenue, property tax levies have tended 
to be smaller and thus true rates to be 
lower. Although property taxes did not 
diminish in importance before 1932, they 
fell as a percentage of total local govern- 
ment revenue from 72.5 to 52.7 between 
1932 and 1949.” If local governments in 
1949 had obtained 72.5 per cent of their 


general revenue from this source, total 


property tax revenues of local govern- 

* Bureau of the Census, Historical Review of 
State and Local Government Finances (“State and 
Local Government Special Studies,’ No. 25 [Wash 
ington, June, 1948]), p. 13; Bureau of the Census, 
Governmental Revenue in 1949 (“Governmental Fi 
nances in the United States: 1949,”” No. 2 [Washing 
ton, August, 1950]), p. 9. 
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ments would have amounted to approxi- 
mately $9 billion instead of the $6.5 bil- 
lion collected. The adoption of state laws 
limiting local property tax rates has en- 
couraged the shift to other sources of 
revenue. Five of the nine states with 
over-all tax limits adopted such laws 
during the depression years from 1929 to 
1930. 

State governments also have relied 
less and less on property taxation. On 
the average, states obtained 27.6 per cent 
of their total general revenue from this 
source in 1923 and only 2.5 per cent in 
1949.73 Although state revenue from 
property taxation for the entire period 
has been only a small percentage of the 
total, its declining importance has tended 
to reduce the amount of property tax 
revenue and thus to lower true rates. 

The trend of local government ex- 
penditures has also affected true property 
tax rates. Total money expenditures of 
local governments increased 63 per cent 
from remained constant 
from 1932 to 1945, and rose 100 per cent 
from 1945 to 1949.74 During the 1920's 
larger money expenditures of localities 
tended to raise property tax lev ies and, 
if the value of the tax base had remained 
constant, would have increased true rates 


1923 to 19322, 


proportionately. From 1932 until the end 
of World War II, the stability of local 
government expenditures tended to keep 
levies and true rates the same. Since 
World War II, regardless of the trend of 


23 Bureau of the Census, Historical 
State and Local Government Finances, pp. 19-20; 
Bureau of the Census, Summary of State Government 
Finances in 1949 (“State Finances: 1949,” No. 1 
[Washington, May, 1950]), p. 5 

24 Tax Foundation, Facts and Figures on Govern- 
ment Finance, 1950-1951 (New York, 1950), pp. 52 
and 89. Total money expenditures of local govern- 
ments include expenditures financed by grants-in- 
aid but do not include debt retirement. 
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real local government services, the larger 
money expenditures again would have 
increased true rates if the value of the tax 
base had not risen. 

There is no indication that rates of tax 
delinquency changed from the 1920’s to 
the 1940’s, but they did affect true rates 
during and following the depression.’ 
Widespread delinquency during the de- 
pression tended to lower average true 
rates by reducing the property tax reve- 
nue collected. After the contraction 
phase, the payment of delinquent taxes 
had the opposite effect. Larger coliec- 
tions tended to increase average true 
rates. 

During the 1930’s the adoption of 
homestead exemption laws in some states 
raised true rates on taxable property by 
shrinking the tax base. Homestead ex- 
emptions gained headway during the 
1930's, but there were few changes in 
these laws in the 1940’s. At the present 
time thirteen states either exclude home- 
steads or grant them preference in 
taxation. 

VI 

True property tax rates tend to rise 
during depressions and to fall during 
periods of prosperity because tax levies 
tend to lag behind changes in the market 
values of property. A greater decline in 
property values than in levies increased 
true rates during the depression. Since 
property values advanced more rapidly 
than property tax levies in 1940-49, true 
rates fell. 

Several reasons may be cited why tax 
levies lag behind real estate values. 
Property values change promptly with 

4%F.L. Bird, Trend of Tax Delinquency 1930 
1940 in Cities of over 50,000 Population (New York: 
Dun & Bradstreet, 1941); J. Rosa, “Farm Property 


Tax Payment and Rural Government Finance,” 
Agricultural Finance Review, Vol. TV (May, 1941). 
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market conditions, while levies vary 
periodically with administrative changes 
in assessments or official tax rates. Tax 
levies also tend to lag because govern- 
ment costs, upon which levies largely 
depend, may change more slowly than 
prices in general. In addition, localities 
are not always able to adjust levies to 
changing price levels, because total ex- 


penditures do not necessarily vary di- 


rectly with the cost of government 
services. 

Because business cycles have impor- 
tant effects on true property tax rates, 
some economists have concluded that 
true rates vary inversely with business 
fluctuations.” Many exceptions to this 
proposition will be found in the tables if 
one compares changes from year to year 
in true rates on farm and urban real 
estate with changes in net national prod- 
uct or total cash farm income. The coun- 
tercyclical explanation of the trend of 
true rates assumes stable tax levies. Ac 
tually, local governments have not main- 
tained constant levies regardless of fluc- 
tuations in prices and income. In addi- 
tion, changes in property values may not 
be perfectly cyclical. Farm real estate 
values, for example, do not always vary 
directly with farm income. But, in spite 
of the exceptions, in the majority of 
years the trend of true rates has been 
countercyclical. 

Since tax levies tend to lag behind the 
market value of property during infla- 
tion, it is possible that following World 
War II tax levies had not yet caught up 
with the rise in real estate values. If so, 
true rates were relatively low in the last 
years shown in Tables 1 and 2. This is 
probably the principal shortcoming of 


% Board of Governors of the Federal Reserve 
System, op. cit., p. 105 


attempts to compare true property tax 
rates following World War II with rates 
during the 1920's. 
VI 

The statistical data on true property 
tax rates and the related historical de 
velopments are interesting because they 
discredit the commonly accepted belief 
about the degree to which localities have 
been using their property tax resources 
Property tax rates, when expressed as a 
percentage of the true value of property, 
were not higher in 1949 than in the 
1920's. The decline in true rates during 
the 1940’s indicates that localities were 
using their property tax resources less 
intensively. Many economists have based 
their policy suggestions for local govern 
ments on the belief that property tax 
rates have risen. They have recom 
mended local sales and income taxes, ex 
panded grants-in-aid, and the transfer of 
functions to the state or federal govern 
ments as methods of avoiding further in- 
creases in property taxes 

During the 1940’s rising prices have 
brought financial difficulties to many 
local governments. But the inadequacy 
of revenue relative to expenditures has 
largely resulted from the failure of locali 
ties to raise assessments. As inflation has 
progressed, expenditures have increased, 
but assessed valuations have remained 
approximately the same. In New York 
City, for example, the total assessed 
valuation of property was $16.5 billion 
in 1940 and only $17.6 billion in 1948. In 
Philadelphia the total assessed value of 
property was $3.3 billion in 1940 and 
other 


$3.4 billion in 1948.27 In many 


27 The amounts of the total! assessed 
property are from the annual reports for 194: 


1948 by the Bureau of Govern: 
the National Municipal Review 


rental Research 
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cities assessed valuations have been vir- 
tually unaffected by inflation. 

Actually, property taxation is an ex- 
pansible source of revenue during a 


period of rising prices. Inflation increases 
the base of the property tax. This is a 
desirable characteristic of local govern- 
ment finance because a rise in the general 
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price level is one of the principal causes 
of larger government expenditures. But 
the expansion of property tax revenue is 
not automatic. Local government offi- 
cials must be able and willing to reassess 
property at higher levels or to raise offi- 
cial property tax rates. 
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N THE Preface of the awaited Keynes 
biography, R. F. Harrod explains 
that he was solicited by Mr. Geoffrey 

Keynes to undertake the serious task of 
unveiling the many-sided life of John 
Maynard Keynes. Harrod had access to 
Keynes’s personal files and the sincere 
co-operation of the family; thus he can be 
viewed as the official or definitive biog- 
rapher. There will undoubtedly be fur- 
ther writings on Keynes’s life, but Har- 
rod has fashioned a product that will 
remain as a memory of an illustrious 


career. 
The Life of John Maynard Keynes is 


thorough and revealing. Harrod set aside 
his special pen for political tracts or 
breezy economic analysis which we have 
learned to associate with some of his 
other writings and drew out a pen for 
recording careful, painstaking thoughts 
accompanied by great insight. This vol- 
ume has already made an impression on 
readers in England and in this country. 
It is, in my judgment, especially interest- 
ing to Americans. It puts us in touch with 
unfamiliar aspects of Keynes’s life and a 
range of activities in British intellectual 
circles for almost the first half of this 
century. It is, indeed, a story of the 
times. Moreover, an mth-hand folklore 
about Keynes’s activities has grown up 
in this country, perhaps because of the 
relative remoteness of his locale. One of 
the great virtues of the Life is to clear 

t A review note of R. F. Harrod, The Life of John 
VUaynard Keynes (New York: Harcourt, Brace & 
Co., 1951). Pp. xvi+674. $7.50. 


the record of false items that inevitably 
get mixed with the truth in the retelling. 
In this volume we learn, authentically, 
of Keynes’s early associations with clas- 
sical scholars, his work in the govern- 
ment, the building of his fortune, his 
journalistic output, his cultural activi- 
ties, his political activities, and the de- 
velopment of his economic thought. 
Many pages of the Life are devoted to 
Keynes’s student days at Eton and Cam- 
bridge. While there has been some ques- 
tion raised as to the appropriateness of 
detail on this phase, I find it rewarding 
as a background for understanding sub- 
sequent developments. As an American 
reader, | find it an interesting description 
of English student life, although I dare 
not generalize from Keynes to other stu 
dents. At the other 
spends many pages on Keynes's work 
during World War II, Bretton Woods, 
and the negotiations for the United 
States loan to Britain. This, too, is inter- 
esting material, in that it clears up many 
details that would left 
obscure for outsiders. We all know, in a 


extreme, Harrod 


otherwise be 


rough way, of the ““Keynes Plan” for an 
international clearing union, followed by 
his participation at Bretton Woods and 
his activity in negotiating the loan to 
Britain; but, for the most part, we know 
little of the magnitude of his actual work 
along these lines during his last years. 
Harrod performs a great service in mak- 
ing this information available in detail, 
although I do feel that he greatly over- 
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stresses the basic importance of this work 
after the early part of World War II. 
The period following World War I and 
culminating with the publication of the 
General Theory is of particular impor- 
tance in understanding how the theory of 
employment grew out of attempts to deal 


with the current economic situation. Stu- 
dents of doctrinal history have long 
noted the importance of the bearing of 
current problems on the development of 
theory, and Harrod leads the reader 
through this period so as to leave him 
with no doubt about the concrete situa- 
tions which gave rise to the modern the- 
ory of employment. Interesting aspects of 
this developmental period are Keynes's 
association with the Liberals, Lloyd 
George in particular; his service on the 
Macmillan Committee; his excursion into 
the problems of the depressed cotton in- 
dustry; his writings in popular journals 
and the press; and his financial dealings. 
The story is extremely informative and 
gives, better than any other attempt, an 
account of the many interests followed 
by Keynes in this critical period. The 
digression on the Lancashire cotton spin- 
ners the facility with which 
Keynes hopped from onc technical prob- 
lem to another, while the account of his 
financial dealings gives us a fuller appre- 
ciation of his theoretical work on money, 
interest, and the securities markets. 

The biographer cannot complain of the 
scarcity of raw material in this fascinat- 
ing life, but he may find great difficulty 
in assimilating all the pieces into a co- 
herent whole. To characterize Keynes’s 
enormous span of activities, we should 
have to label him as economist, univer- 
sity don, civil servant, philosopher, au- 
thor, editor, journalist, financier, specu- 
lator, patron of the arts, book collector, 
art collector, administrator, and farmer. 
According to Harrod, he excelled in prac- 
tically everything he undertook. 


shows 


L. R. KLEIN 


What is the composite picture of 
Keynes the man drawn by Harrod? We 
see him as a product of British middle- 
class, intellectual life. He was, from stu- 
dent days on, a great debater, thinking 
fast on his feet and dealing out verbal 
destruction to his opponents. He had a 
taste for intellectual and aesthetic things, 
especially fine literature, painting, and 
the ballet. His association with the 
‘Bloomsbury set’’ and other intellectuals 
gave evidence of, and influenced, his 
tastes, to which he referred as the ‘‘good 
life.’’ Harrod looks upon his economics 
as a scientific choice of means to achieve 
his end of the “good life.”’ 

His early memories of a home fathered 
by a Cambridge scholar and mothered by 
an active, intelligent woman are cited by 
Harrod as basic in understanding 
Keynes’s tastes in life. The Cambridge 
of Keynes’s childhood was “‘an epitome 
of England.” Harrod refers emphatically 
to his “presuppositions of Harvey 
Road,”’ the location of the family home 
in Cambridge. Keynes apparently 
thought that a small number of intellec- 
tuals really saw matters correctly in the 
world and that, by their clever schemes, 
they would enable us eventually to reach 
the ‘“‘good life.’’ Harrod says that one of 
Keynes’s presuppositions was that the 
British government actually lay in the 
hands of an intellectual aristocracy. The 
attachment to schemes of monetary man- 
agement illustrates this point of view. 
Keynes put forth these schemes on the 
assumption that improper management 
was at the root of many economic ills and 
that the adoption of an intelligent mecha- 
nism would mitigate the trouble. 

In politics Keynes was a Liberal. Dur- 
ing the major part of his career he was an 
active member of the Liberal party 
When he ultimately took a seat in the 
House of Lords, he officially went as an 
independent, but expressed a desire to sit 
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with the Liberals. An important aspect 
of Keynes’s liberalism was that it was 
not purist; it was more realistic. He was 
willing to compromise with certain lib- 
eral principles, notably free trade, in 
order to realize his larger objective of the 
“good society”’ guided by an intellectual 
aristocracy. He refused to accept a slav- 
ish liberal position that would require 
him to attack monopoly in any form, 
place, or time. There can be no doubt, 
in spite of loose charges by adversaries, 
that Keynes had no leftist sympathies. 
Even the Fabians were much too radical 
for his tastes, and he drew away from 
association with the New Statesman when 
that journal did not conform to his mod- 
erate liberal politics. 

The biography is exceedingly idola- 
trous. Controversies are inevitably re- 
solved in favor of Keynes, and the expo- 


sition becomes highly apologetic at 


places. This is especially true of the con- 


troversy associated with the Economic 
Consequences of the Peace. Harrod, as a 
result of this work, should be known as 
the world’s true Keynesian. He sides 
with Keynes in economics, art, politics, 
and almost any other matter involving 
controversy. The only thing that seems 
to have shocked Harrod’s liberal spirit 
was Keynes’s advocacy of protection 
during part of the interwar period. Even 
on this issue Harrod tries to explain his 
hero’s defection but gives the impression 
that he really frowned on Keynes’s 
policy. 

While the Life has already been cited 
as a literary accomplishment of the high- 
est order, Harrod’s idolatry has led him 
to write some “‘purple’”’ passages that 
annoyingly mar an otherwise pleasing 
style. On the occasion of Keynes’s place- 
ment as second in civil service examina- 
tions, necessitating his entry into the 
India Office instead of the other alterna- 
tive, the Treasury, Harrod writes: 
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Had he gone to the Treasury, he probably 
would not have come out after two years. 
Would he as a permanent, and not a temporary, 
Civil Servant have resigned at Paris in 1919? 
What would have been the balance of good? 
Rising towards the top of the Treasury in the 
inter-war period, would he have achieved a 
better conduct of British finances? We can 
hardly doubt that Mr. Churchill, the innocent 
victim, as Chancellor of the Exchequer, in the 
crucial years (1925-29), of the old orthodox 
school at the Treasury and the Bank of England, 
would have found in Keynes a man after his 
heart’s desire. We may guess that Keynes 
would have influenced the mind of Benjamin 
Strong of the Federal Reserve Bank of New 
York. Could he and Strong’s successors between 
them have prevailed to mitigate the great slump 
of 1929-32? Then the Nazis would not have 
come into power. A fascinating speculation! 
This passage is too naive and ridiculous 
to call for additional comment. 

The style is further marred by inter- 
rupting footnotes and side remarks to 
settle petty controversies in favor of 
Keynes. Perhaps more bothersome are 
the passages in which Harrod defends his 
own position on small matters that were 
somehow related to Keynes’s life. He also 
uses the biography as another organ in 
which to air his own views. At more than 
one place we find nuances of Are These 
Hardships Necessary? Often when Har- 
rod scolds his own government for not 
appreciating the American position in 
the recent postwar negotiations, it is 
really a partisan criticism of Labour’s 
program and not criticism of fellow- 
countrymen, as such. A biographer need 
not be a man without any expressible 
personality, but he should make careful 
distinction between his own views and 
those which could be ascribed to his 
subject. 

An appraisal of Keynes as a profes- 
sional scholar and economist can perhaps 
best be seen through a consideration of 
each of his major publications or activi- 
ties. I might characterize Harrod’s ap- 
praisal by saying that he rates nearly 
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everything Keynes produced as a rare 
achievement of high quality. My own ap- 
praisal differs considerably. 

The first phase is represented by Jn- 
dian Currency and Finance, summing 
up his early work in the India Office as 
well as the training he received at Cam- 
bridge in monetary theory. This is a de- 
cent piece of work, thoroughly compe- 
tent, but not something that will long 
attract scholars. 

During World War I, Keynes served 
in the Treasury and, through his good 
work, rose to a respectable, responsible 
position in a short time. His training 
served him well, especially in giving him 
an understanding of financial markets, 
which later proved to be the source of his 
great personal fortune. It is also this gov- 
ernment service which resulted in the 
position at Versailles and the subsequent 
protest resignation. The Economic Con- 
sequences of the Peace is brilliant and dra- 
matic, but is it correct? In spite of Har- 
rod’s apologetic plea, I have grave doubts 
about the scientific merit of this volume. 
Are the statistical estimates as rigorous 
and sound as Harrod claims? In fact, 
Harrod praises Keynes as an outstand- 
ing empirical worker, but his statistical 
calculations in this and other studies do 
not measure up to current standards for 
carefulness and precision. Keynes’s prog- 
nostication was correct that Germany 
would not pay the reparations finally as- 
sessed her; but this does not mean that 
she was unable to pay or that she could 
not have been forced to pay under differ- 
ent political circumstances. Keynes’s 
volume did not necessarily swing a tide, 
but it did contribute its small assistance 
to a pile of sentiment in favor of softness 
toward Germany and the creation of a 
situation in which authoritarianism could 
not be readily checked. Harrod is cer- 
tainly wrong in thinking of Keynes as 
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the man who could have spared the world 
a Hitler. 

The Treatise on Probability stems from 
Keynes’s undergraduate training in 
mathematics and his keen interest in 
philosophy. Probability theory has made 
tremendous progress Keynes's 
Treatise, but I should insist that this 
progress was in no way influenced by 
Keynes’s work in that field. Today 
among some economists there is a re- 
vival of interest in the concept of sub- 
jective probability, but it remains to be 
seen whether this interest will provide 
fruitful developments. Harrod recog- 
nizes that the Treatise contributes little 
to the mathematics of probability; he 
looks upon it as a contribution to the 
foundations of probability. I should like 
to remind the reader that the basic work 
in the mathematical theory of probabil- 
ity carries the title (in translation) Foun- 
dations of Probability, by Kolmogorov. 
I find Kolmogorov’s foundations far 
more secure than Keynes’s. In sum, 
Keynes’s ideas on probability represent 
a minority position among current work- 
ers on the subject and are not those for 
which we shall long remember his work. 
It must be made clear, however, that the 
Treatise does represent a rare accom- 
plishment on Keynes’s part, in that it 
shows convincingly his ability to do seri- 
ous work in more than one field of en- 
deavor, even though he did not make a 
sensational advance in_ probability 
theory. 

The Tract on Monetary Reform is a 
good study for the times during which it 
was written. By itself it does not create 
revolutionary ideas, but it does fore- 
shadow many later thoughts that will 
long be remembered. Harrod correctly 
points out the strain of consistency in 
Keynes’s writings over more than three 
decades, in contrast to charges of incon- 


since 
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sistency that have often been levied 
against him. Anyone participating as en- 
thusiastically as Keynes did in affairs of 
the day during greatly varying economic 
phases will appear to be somewhat incon- 
sistent in adapting arguments to fit the 
moment. The Tract shows clearly 
Keynes’s consistent position on three 
things: (1) the need for freeing domestic 
economic policy from the blind dictates 
of international affairs, (2) the prefer- 
ence for inflation over deflation, and (3) 
the distinction between decisions to save 
and decisions to invest. Other than show- 
ing a step in Keynes’s own development, 
the Tract has little more outstanding in- 
terest than as a tract on the political 
economy of the early 1920’s. 

The Treatise on Money was evidently 
intended to be a great work of lasting 
value, but turned out to be a double 
volume of confusion interspersed with 
some useful and some superb chapters on 
a variety of things. If it were not for the 
fact that this Treatise was followed by 
the General Theory, it probably would be 
of doubtful value today. Among its bet- 
ter points the Treatise on Money contains 
some often cited sections on index num- 
bers, though by no means the best work 
on the problem; an interesting theory of 
bearishness, a prelude to liquidity pref- 
erence; some inspiring ideas about the in- 
fluence of investment activity on eco- 
nomic fluctuations; and a good practical 
discussion on money and banking. The 
parts that Keynes chose to emphasize 
are not the most satisfactory, especially 
the ‘‘fundamental equations” involving 
yet another rewriting of the quantity 
equations of money. 

The General Theory of Employment, 
Interest, and Money is, without any 
doubt, Keynes’s thoroughly justified 
claim to fame. This book represents his 
greatest achievement in economics, al- 
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though it is best understood as the cul- 
mination of a long development which 
Harrod carefully traces for us. The Gen- 
eral Theory is most important as a theory 
of the determination of the level of ag- 
gregate employment and output. It is 
also important as the basis for ““Keynes- 
ian’’ economic policy. I should agree 
largely with Harrod’s interpretation of 
the General Theory except for a point of 
emphasis which needs to be stressed once 
more, namely, that the doctrine of liquid- 
ity preference is more of incidental than 
central interest to the main theoretical 
argument. 

In the past few years I have begun to 
wonder why Keynes’s General Theory 
was so successful in gaining professional 
interest and whether the same ideas were 
not actually coming independently from 
other sources. At the theoretical level, 
others had some ideas about isolated as- 
pects of economic behavior relevant to a 
self-contained, general theory of employ- 
ment; but almost none, it appears, had 
the insight to bring all the relations to- 
gether into one system. Keynes’s spark 
of genius was just this. Recently, after 
having re-examined Kalecki’s’ theory of 
the business cycle, I have decided that 
he actually created a system that con- 
tains everything of importance in the 
Keynesian system, in addition to other 
contributions. Kalecki does not deal at 
all with liquidity preference and the in- 
terest rate; yet I believe that he has a 
theory of employment that is the equal 
of Keynes’s. Kalecki’s theory attracted 
attention for reasons largely unrelated to 
its revolutionary statement of the theory 
of employment, and he certainly lacked 
Keynes’s reputation or ability to draw 

*M. Kalecki, ‘“‘A Macrodynamic Theory of 
Business Cycles,” Econometrica, I11 (July, 1935), 
327-44 
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world-wide attention; hence his achieve- 
ment is relatively unnoticed. 

Some respects in which Kalecki’s 
model is superior are that it is explicitly 
dynamic; it takes income distribution as 
well as level into account; and it makes 
the important distinction between in- 
vestment orders and investment outlays. 
The dynamics of Kalecki’s model at- 
tracted interest immediately. He did not 
go into the problem of unemployment 
equilibrium and the contrast with 
classical theory; indeed, his model con- 
trasts with classical ideas on the possi- 
bility of achieving a stable solution. His 
consumption function is constructed with 
a unit marginal (and average) propensity 
to consume for workers and a value be- 
tween zero and unity for the marginal 
propensity to consume of others. A more 
realistic view would have permitted the 
workers’ marginal propensity to be less 
than unity and greater than the other 
marginal propensity—but surely this is 
a refinement. 

At the policy level, the idea of the use 
of public works schemes, compensatory 
fiscal policy, and other means to stimu- 
late the flow of spending during de- 
pressed economic situations seems to be 
nearly obvious. It is not entirely obvious 
because we know that the idea was seri- 
ously attacked in England by Keynes’s 
opponents, who argued that public works 
expenditures would merely divert funds 
from private spending. At the trough of 
the depression Frisch} was advocating 
policies in Norway entirely like those 
suggested by Keynes. The Swedish anti- 
cyclical measures were similarly de- 
veloped independently. In this country 
the New Deal was going ahead, on an in- 
tuitive basis, with its program of public 

3R. Frisch, Sparing og cirkulasjons regulering 
(Oslo: Fabritius og Sénners Forlag, 1933). 
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works, easy money, and aids to consumer 
spending. Harrod takes up the question 
of the extent of Keynes’s direct influence 
on the New Deal program and concludes 
that it was probably small, meaning that 
most of the same policies would have 
been carried out regardless of any con- 
tact with Keynes. In this connection 
Harrod argues that the New Dealers 
were going ahead by intuition, looking 
upon the direct employment offered by 
public works as the essential thing and 
failing to see that it was really the gov- 
ernment deficit which buoyed up the 
economy. I dispute this point and argue 
that the intuition was not so bad as 
Harrod supposes. Subsequent formal 
analysis has shown that public works 
financed by balanced-budget methods 
carry a multiplier effect of unity, exclu- 
sive of any income redistribution effects. 
It is a very delicate matter of measure- 
ment whether the multiplier effect of 
deficit spending is sufficiently larger than 
unity to justify Harrod’s argument. 

An interesting extension of the work 
begun in the General Theory is provided 
by How To Pay for the War. This booklet 
dealing with the war finance problems of 
the early days of World War II extends 
the method of the General Theory to the 
analysis of inflation, to be contrasted 
with the depression-oriented develop- 
ment of the General Theory. 

In World War II and the aftermath 
the bulk of Keynes’s activity was con- 
fined to the Treasury office and is asso- 
ciated with two major items—Bretton 
Woods and the loan to Britain. In the 
latter negotiations Keynes showed, ac- 
cording to Harrod, remarkable abilities 
as a statesman, and I form the outsider’s 
judgment that the appraisal is quite cor- 
rect. Keynes’s proposal for an interna- 
tional clearing union to serve the purpose 
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of achieving exchange-rate stability with- 
out sacrificing the sovereignty of domes- 
tic economic policy is a scheme entirely 
in accord with his lifelong views. Harrod 
is overflowing in his praise for such a 
scheme, probably influenced to no little 
extent by his liberal view of life and con- 
sequent abhorrence of bilateralism, ex- 
change control, and quantitative export- 
import controls—the prevalent devices 
of the period following the war. Keynes’s 
proposal cannot yet be judged by the 
record because the institutions growing 
out of the Bretton Woods agreements 
have not begun to function in full force, 
but their accomplishments to date do 
not warrant lavish praise for the idea of 
the clearing union. Keynes’s supposition 
was probably that international mone- 
tary management was not intelligent and 
that a way to ease Britain’s postwar eco- 
nomic difficulties would be to design a 
clever scheme, a product of the intellec- 
tual aristocracy. Britain has had postwar 
economic difficulties, many of them hav- 
ing been foreseen by Keynes, but I fail 
to see that the cleverest possible inter- 
national monetary arrangement, short of 
outright gifts, would have been of much 
assistance. The real problems have been 
to increase physical productivity in Brit- 
ain, to reorient trade patterns with coun- 
tries not participating in any interna- 
tional monetary agreements, and to re- 
tain as much as possible of a dwindling 
overseas empire. In spite of a heroic effort 
during his later years, following the out- 
break of the war, Keynes will be remem- 
bered as an economist primarily for the 
General Theory. 

The Keynesian theory of employment 
provides us with the necessary starting 
point for macro-economic analysis, but 
its use now is primarily as a pedagogical 
device. If one is to try to apply this the- 
ory for problems of scientific prediction 
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—the necessary test for any good theory 
—he finds that he must build on the 
original formulation. The simple Keynes- 
ian theory is static and involves too 
few variables to be useful in direct appli- 
cation to problems of prediction. In the 
process of reworking the theory, one is 
never sure that a revision is merely an 
extension of Keynes’s results or an essen- 
tial change into a different or opposite 
kind of system. Much intended criticism 
of the Keynesian theory of employment 
has been on matters that are best viewed 
as extensions or refinements, with a very 
few being essential revisions. My per- 
sonal opinion is that the basic theory 
stands up well in the face of empirical, 
statistical testing and that the future will 
see a more definitive treatment along 
this line. 

Among more sophisticated critics of 
Keynesian economics, the central issue 
now concentrates on the questions of 
how wealth variables enter a macro- 
economic model and the consequent effi- 
cacy of flexible wages and prices in main- 
taining full-employment equilibrium. I 
think that these matters are not yet set- 
tled, but I adopt the view, on the basis of 
empirical studies to date, that some 
wealth variables have different effects in 
different sectors of the economy, some of 
the more pronounced effects being con- 
trary to the objectives of Keynes’s crit- 
ics; that the magnitude of the effect of 
some wealth variables is not such as to 
invalidate Keynesian conclusions. Care- 
less empirical reasoning is used fre- 
quently in citing the high postwar con- 
sumer expenditures in this country as 
evidence of the existence of the so-called 
“‘Pigou effect”’ (high real cash balances or 
wealth leading to high real expenditures) 
and the instability of the Keynesian con- 
sumption function. Concerning the high 
level of liquid assets in the hands of con- 
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sumers at the end of the war and the 
high levels of spending during the subse- 
quent years, I should like to remind the 
reader of other pertinent facts, namely, 
that the large amounts of liquid assets 
were accompanied by relatively low 
stocks of another 
component of that 


consumer durables 
household wealth 


often moves so as to lead to results con- 
trary to those pursued by classically 


minded economists—and that the liquid 
assets were distributed more in favor of 
low-income classes than would be likely 
under a large number of other circum- 
stances. If the Pigou effect is to have 
substantial importance, I should claim 
that it must be found among the lower- 
income groups. There is no assurance 
that classical wage and price flexibility 
is going to achieve a distribution of 
wealth or changes in this distribution 
which will bring about the automatic ad- 
justments to full-employment equilib- 
rium. In fact, there are many reasons 
why the mechanism may fail, in addition 
to all its deficiencies in the matter of 
building up a set of price anticipations 
which run counter to the classical scheme 
of things. The larger questions of what 
constitutes a valid, stable consumption 
function and whether such a function 
differs in an essential way from Keynes’s 
are not yet settled matters, much of the 
voluminous writing on this subject dur- 
ing recent years being based on unsound 
empirical and theoretical analysis. 

At the risk of falling into pitfalls that 
I ascribe to Harrod’s exposition, I feel 
that I must cite one of Keynes’s primary 
failings as his unsympathetic attitude 
toward modern econometrics and mathe- 
matical economics. This charge may 
seem surprising in view of Harrod’s 
characterization of Keynes, at some 
points, as a mathematician; we know 
this to be the field of his early training. 
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In spite of his background, I have long 
felt that Keynes failed to make the Gen- 
eral Theory clear and that it was never 
fully understood until mathematically 
inclined economists formulated it in 
unambiguous, precise models. In fact, a 
rather simple mathematical development 
can easily be employed to push the the- 
ory further and free it from some of the 
major objections. Keynes really cannot 
have appreciated mathematical econom- 
ics, to judge from his published com- 
ments on it, and one of his main positive 
statements in print praising Ramsey’s 
article on savings‘ is surely a mistaken 
view. Ramsey’s article is competent and 
interesting but hardly deserving of very 
special notice or comment that is not 
equally well due to numerous other arti- 
cles in mathematical economics of the 
same period. Ramsey’s methods and 
results are not especially novel. They 
certainly do not seem to be any less vul- 
nerable than other research in this field 
that simplifies problems to bring out the 
essential theoretical content. In econo- 
metrics Keynes was even less well versed, 
his presidency of the Econometric So- 
ciety in 1945 notwithstanding. His re- 
view of Tinbergen’s celebrated study for 
the League of Nations was one of his 
sorriest professional performances. Many 
econometricians have remarked on 
Keynes’s review with the comment that 
he simply did not understand the meth- 
ods he was criticizing and failed to see at 
what Tinbergen was aiming, a type of 
comment Keynes frequently used to 
characterize his own critics. Ironically 
enough, much of Keynes’s greatest sup- 
port has come from econometric testing 
and application of his theory. This work 
will continue in the future and may play 

4+F. P. Ramsey, ‘‘A Mathematical Theory of 
Savings,” Economic Journal, XX XVIII (December, 
1928), 543-59. 
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a major role in perpetuating or extend- 
ing the theory of employment. 
Keynes’s method of theoretical analy- 
sis can best be described as Cantabrigian; 
he was at times practically chauvinistic 
in his attitude toward work outside this 
university. The Cambridge method is 
often piecemeal and partial, attempting 
to study one part of an economy while 
putting the rest aside in a series of special 
assumptions. The General Theory is ex- 
ceptional in attempting to construct a 
completely determined model covering 
economic activity as a whole. Much of 
Keynes’s groundwork in this volume is, 
nonetheless, in the classical Cambridge 
style. Most mathematical economists 
shun the narrow Cambridge approach 
and try to encompass a degree of gen- 
erality from the beginning of their analy- 
sis. Every man knows his own tools best, 
but I believe that Keynes’s great insight 
would have pushed much deeper if he 
had adopted a less restrictive set of tools 
than those developed in Cambridge. 
This review has concentrated largely 
on the parts of the Life having to do with 
technical economics, but professional 
readers will find the other parts both am- 
ple and interesting. It is difficult for me 
to judge Keynes’s work or Harrod’s in- 
terpretation in other areas with as great 
facility as in economics. In many re- 
spects, however, the reader can tell from 
concrete achievements the outstanding 
character of his other work. As a finan- 
cier, speculator, and company chairman 
he built two fortunes, his personal wealth 
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of about one-half million pounds, start- 
ing from nothing (even negative amounts 
in the early years), and the wealth of his 
beloved King’s College. As an art and 
book collecter the record shows his hold- 
ings to be extremely impressive. The Arts 
Theatre in Cambridge will stand as a 
lasting memorial of his adroit efforts in 
organizing entertaining productions of 
drama and ballet. Keynes’s literary 
achievements are only too well known, 
his mastery of prose showing to best ad 
vantage in skilfully executed biographical 
sketches or less technical essays. These 
are only some of the accomplishments 
that Harrod writes of at length in an in 
teresting way. 

Those of us who have worked on the 
economics of Keynes will highly value 
Harrod’s scholarly achievement in deal 
ing with the professional side of Keynes's 
life, realizing how extremely well he has 
done the job with the benefit of intimacy 
and access to personal papers. Future 
students of Keynesian economics—and 
there will be many—should first examine 
Harrod’s volume in order to appreciate 
the underlying development 

The biography will be read and en- 
joyed by a wide circle of people for years 
to come. I find fault only with matters 
of detail and emphasis. I do not look 


upon each of Keynes’s major efforts as a 
great contribution but find it necessary 
to get a view of his entire life in order to 
acquire a full understanding of those 
aspects that are truly great. 


ra si Ee. 
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Production of New Housing: A Research Mono- 
graph on Efficiency in Production. By LEo 
GREBLER. New York: Social Science Re- 
search Council, 1950. Pp. ix+18s. 

This is a fascinating book on the troublesome 
question of why our marvelous industrial ma- 
chine does not supply us with houses as cheap 
and agreeable as the gadgets that stock them. 
The attacks on it have heretofore been made 
mainly by two groups: (1) kindhearted slum- 
clearers who are wont to shock the upper two- 
thirds with pictures of how the bottom third 
lives and then propose, through subsidies, to 
house it better than most of its social superiors 
(more pictures) and (2) theorists like Edge- 
worth, who, possibly after a bit of sidewalk 
superintending, argue that the problem is 
merely one of ignorance and poverty and that 
its solution lies in increasing the national prod- 
uct and in educating people to spend their en- 
Hanced incomes on better places to live. In re- 
cent years a new-type investigator has made the 
novel approach of examining the technical con- 
ditions under which dwellings are built. One of 
these is Leo Grebler, who has confined his ef- 
forts to disposing of the clichés heretofore given 
for answers and to raising many penetrating 
questions: 

Do people want better houses enough to pay 
for them? If places to live were cheaper, might 
they not spend less on them and more on cars 
and television sets, insurance and clothes, edu- 
cation and parties? 

Is housing really more expensive than other 
products of industry? Grebler points out that 
this has not been proved. The following is my 
comparison. An automobile selling for about 
$900 before the war weighed 3,500 pounds: 26 

.cents a pound. A four-room house, without 
basement and built to sell for $4,000, weighed 

92,000 pounds (p. 12): 44 cents a pound. The 

house cost only one-sixth as much per pound as 

the automobile, was built to last seven times as 
long, and on a weight-year basis thus cost no 
more than 2 per cent as much. To be sure, the 
dwelling was probably too heavy for its value; 
but so was the car. It was not gracious; but 
neither was the auto, especially after a few 


years’ use. Anybody who dislikes this compari- 
son is invited to come forward with a better one. 
Anyway, it illustrates some of the obstacles the 
housing analyst is up against. 

Assuming for argument that the housing in- 
dustry is less productive, could this be because 
it is less efficient or because its job is more 
complicated? 

Has its efficiency been rising or falling com- 
pared to other industries? I will give A+ to any 
graduate student who investigates once and for 
all the legend of a decline in bricks laid per man- 
day from 2,000 at some vague time in the past to 
400 at the present. 

Can housing be produced cheaper by: 


Changing the size of firm? 
Breaking up monopolies and combinations? 

3. Lowering wages through continuous operation 
and the guaranteed wage? 
Modernizing building codes? 
Aiming toward more prefabrication of houses 
and parts of houses? 

. Integrating the sprawling subcontractor setup? 
Improving the organization of work on the site? 

. Introducing new materials? 

. Standardizing materials and making sizes inter- 
changeable? 

. Making a different type of house and cutting 
down on the endless, and unintriguing, variety? 
Reforming the financing systemn which destroys 
builders’ independence and innovational] bent? 
Reducing the weight of houses, to cut down cost 
of transportation and make national production 
possible? (The operational radius of most pre 
fabricators is 250 miles from the plant.) 

3. Lowering interest rates? 
Diluting labor skills through new processes, to 
make more use of unskilled and cheap labor? 

. Smoothing seasonal and cyclical fluctuations in 
demand, to get greater continuity of produc- 
tion? After all, most housing is produced at the 
high-cost stage of the cycle. 


Grebler’s avenues to greater efficiency are 
suggestive and leave one torn between optimism 
over the many possibilities for improvements 
and pessimism over the complications, which he 
makes no attempt to minimize. He gives no an- 
swers in this study but does supply a thoughtful 
discussion and the best catalogue of Ph.D. dis- 
sertation subjects I have seen. Many of his pro- 
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posed projects, however, are beyond the re 
sources of a doctoral aspirant and would keep 
a host of foundations and industry research 
staffs busy for a decade or two. Indeed, as I read 
the list, the unhappy thought came into my 
mind: How many of the present population 
could be rehoused (even at present price levels) 
for what it would cost to answer his questions 
definitively? 

CLARENCE D. Lonc 


Johns Hopkins University 


International Commodity Stockpiling as an Eco- 
nomic Stabilizer. By M. K. BENNETT AND 
Associates. Stanford University: Stanford 
University Press, 1949. Pp. viii+ 205. $3.00. 
The objective and scope of this book are 

sketched with characteristic explicitness in its 
opening sentence: ““The purpose of this volume 
is modest: to further discussion of the question, 
now to attack the problem of avoiding wide 
swings in economic activity through concerted 
international action in the specific and limited 
sphere of commodity stockpiling.” 

This study is the outgrowth of a 1945 grant 
to cover costs of “an over-all evaluation of the 
Commodity-Reserve Currency Proposal,” as 
advanced in Benjamin Graham’s World Com- 
modities and W orld Currency. The appraisal was 
undertaken as a staff project; and several years 
later, after several drafts, much revision, wide 
consultation, and final formulation by Professor 
Bennett, this book resulted. 

It is neither a rebuttal nor an indorsement of 
Graham’s proposals but rather a cautious, tight 
ly limited, technically skilful exposition and 
analysis of international stockpiling as a contra- 
cyclical device. In the process the monetary and 
expansionist aspects of Graham’s blueprint have 
been minimized, modified, or excluded; and the 
stockpiling and stabilization elements have been 
given central position. Thus, this book must be 
considered on its own merits and within its own 
frame of reference, not merely as an appendage 
or postscript to Graham’s plan. 

The book has twelve chapters and extended 
“Appendix Notes’’ (including somewhat rueful 
comments by Graham). In the first chapter, 
which is crucially important in this instance, the 
precise objectives and narrow limits of the study 
are stated. The deliberate restriction of the 
scope of the book is the basis of much of its im- 
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pressive clarity, conciseness, and internal con 
sistency; but it also limits its theoretical impor- 
tance and policy usefulness. This is particularly 
true of one major limitation: the somewhat me- 
chanical and textual examination of a set of pro- 
posals which must ultimately be scrutinized 
within a complete postwar political and eco 
nomic context, both national and international 

Chapter ii further sets forth the framework 
of the book, for it contains a capsule statement 
of the Graham proposals in which stockpiling 
for stabilization rather than for expansion or 
monetary reform is highlighted. Chapters iii 
through ix then focus analytically upon the ma 
jor aspects of the proposals as reinterpreted 
Chapters iii and iv (apparently regarded as the 
central contribution of the book) are preoccu 
pied with Graham’s system of finance, which 
features monetization through the Internation 
al Monetary Fund. Net purchases for stockpile 
would bring monetary expansion; each net sale 
would result in monetary contraction. In these 
chapters, written by Professor Edward S$ 
Shaw, the proposed financing scheme is rejected 
as involving few advantages and as an incon 
gruous, unstable, and vulnerable addition to the 
world monetary structure. In place of this sys 
tem, a variant of the usual contribution and se 
curity issue plan is proposed 

The subsequent five chapters contain criti 
cism, modifications, and elaborations of a less 
central character. These chapters include 
analysis and suggestions concerning such ques 
tions as these: eligibility of sellers, distribution 
of storage costs, management of stockpiles, 
buffer versus security stocks, calculation of 
market prices, circumstances appropriate to 
launching operations, target level and range 
of price stabilization, composition and weighing 
of a commodity unit, and the commodity-unit 
principle. In such spheres the technical level of 
performance is high, although implications are 
less thoroughly explored than are immediate op- 
erating problems. Chapter x is a sort of summary 
of chapters ii-ix in the form of a concise de- 
scription of a properly modified Commodity Re 
serve System. 

In chapter xi the risks of overaccumulation 
and excessive costs are held to be not excessive 
—on the assumption that the modified plan 
proves effective contracyclically. In the conclud- 
ing and presumably climactic chapter, stock- 
piling (considered as merely one weapon in “the 
contracyclical arsenal’’) is cautiously and tenta 
tively supported. It is acknowledged, however, 
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that such a program is of limited use, dependent 
upon complementary policies, vulnerable to 
nationalistic measures and international tension 
and disruption, and “not to be regarded either 
as an absolutely necessary contracyclical device 
or alone as a sufficient one.” 

If the decision to establish a contracyclical 
system of international stockpiling were to be 
made, this study would then provide invaluable 
technical assistance in implementing the new 
policy. If such a decision is itself the point at 
issue, however, the book is less useful. The po- 
litical and economic preconditions for the suc- 
cess of such a proposed program are casually 
sketched in chapters vi and xii, but only very 
tersely and in terms that scarcely fit the post- 
World War II world. If a rather smoothly op- 
erating world economy is necessary even to 
launch the plan, the proposal can scarcely be 
placed on the agenda of any imminent inter- 
national conference. If something less than such 
a peaceful and stable world would suffice, the 
minimum preconditions should be spelled out. 

Although the book occasionally mentions the 
possibility of a clash between international 
stockpiling and domestic economic policies, this 
is actually a fundamental policy problem. For 
example, how would a stockpiling scheme of this 
sort affect—and be affected by—an aggressive 
domestic farm policy such as ours? Such ques- 
tions may be no more “‘basic’’ than those con- 
sidered at length in this book, but they are ob- 
viously relevant and merit more extended 
analysis than they receive. 

A further limitation, both theoretically and 
in terms of policy, is imposed by the apparent 
lack of any systematic effort to appraise the or- 
der of magnitude of the effects of the program. 
We are assured that it is but one weapon in an 
arsenal, but we are not told whether it is a pistol 
or a bomb. This traces back to the failure of the 
book to assess the degree to which fluctuatic ns 
in prices of “‘primary’”’ commodities important 
in world trade actually cause or aggravate cycli- 
cal movements. Lacking this knowledge, we cau.- 
not even guess at the possible usefulness of a 
stockpiling scheme; and we cannot weigh gains 
against risk. The risks are specified, although 
minimized; but the gains are not. 

Within its own carefully drawn boundaries, 
however, this book is clear, logical, dispassion- 
ate, and in the main competently done. It 
should be of genuine interest to scholars explor- 
ing such fields as stockpiling, resources, business 
cycles, and international economics. A compan- 
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ion study, less rigorously restricted in scope and 
more concerned with the setting, implications, 
and effects of such an international stockpiling 
program, is now in order. 


C. Appison HICKMAN 
University of Illinois 


Economic Relations of India with Southeast Asia 
and the Far East. By N. V. SovANI. Bombay 
and London: Oxford University Press, 1949. 
Pp. 141. $2.00. 

This study is primarily concerned with a 
rapid survey of the trade relations between In- 
dia and Southeast Asia; the rest of the Far East 
is only incidentally mentioned. No attempt to 
provide a synthesis has been made, and the con- 
clusions are mainly concerned with the difficul- 
ties which India will have in keeping her favor- 
able trade balance with most Southeast Asian 
countries. Dr. Sovani notes the immense eco- 
nomic value of emigration for India, particu- 
larly the emigration of Indians to Ceylon, Bur- 
ma, and Malaya, which has long since come to 
be regarded by many Southeast Asian countries 
as “an incipient Indian imperialism.’’ While 
much of this emigration occurred under the 
aegis of the British, Sovani apparently expects 
it to continue. This expectation seems unreal- 
istic: in Burma, Indonesia, and even in Malaya, 
with its large migrant Indian population, immi- 
gration restrictions have been established since 
the ending of the late war, keeping out all but 
the wealthier elements or the professionally 
trained. It rather appears that the Indian safety 
valve of emigration is gone and that India’s eco- 
nomic future lies in increased productivity and 
industrialization at home. And this in turn will 
benefit her trade. Sovani notes how much of the 
jute industry has shifted to Pakistan since the 
partition. Since jute and cottons were India’s 
chief export commodities, her trade has suf- 

ed in proportion. But the demand for Indian 

« ottons has remained in most of Southeast Asia, 

particularly in Indonesia; and increased Indian 

production will yield considerable profit. 

About half of the book is devoted to tables 
showing the trade between India and her Asian 
neighbors. In looking these over, one cannot 
help being struck by the diversity of exports 
India is capable of tapping in her commercial 
relations. Could this diversity not be usefully 
employed in the development of India’s national 
economy? Sovanianswers with a qualified “‘Yes,” 
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but he points out that two factors must be taken 
into consideration. First, the need for internal 
improvements in India’s economic pattern, 
greater production, better distribution of 
wealth, and improved methods of land tenure. 
Second, India’s national economy needs to be 
more integrated with the patterns of production 
in other Southeast Asian countries, so that defi- 
nite types of export industries are built up 
which fulfil foreign needs. In this light an at- 
tempt to rejuvenate the jute and cotton indus- 
tries may seem unwise, because Pakistan now 
has a head start on India in these two commodi- 
ties. In addition, there is the problem of Japan’s 
future exports, which before the late war, flood- 
ed the markets of Asia with cheap industrial 
commodities within the range of the average 
Asian’s purchasing power. Therefore, a concen- 
tration on such items as coal, coke, fuel, live- 
stock, fodder, household utensils, umbrellas, 
matches, and flashlights might not necessarily 
yield the expected retu %s. 

Perhaps the most noticeable lacuna in So- 
vani’s study is the absence of any mention of the 
character and internal structure of the trade. 
The need for capital is mentioned; just what is 
the extent of the capital resources in India, who 
controls it,and how has that control affected the 
trade? Dr. B. N. Ganguli, in his useful study of 
the Reconstruction of India’s Foreign Trade, 
points to the proportional absence of any petit 
bourgeoisie in India with a resulting polarization 
of wealth and investment opportunity as a basic 
cause of the retarding of India’s export com- 
merce. While Ganguli may be overstating the 
case, it is certain that the structure of the trade 
channels in South and Southeast Asia needs to 
be examined more closely if any diffusion of 
wealth and any improvement in the national 
economy are to result. The many crippling re- 
strictions on capital formation that exist in such 
countries as the Philippines, Burma, and to a 
lesser extent in India militate against the growth 
of indigenous capital assets and prolong the 
dependence of Southeast Asia on foreign invest- 
ment. Much of the Southeast Asian trade today 
is still essentially of the peddler variety, involv- 
ing only limited goods used in many transactions 
from market to market. Any national economy 
of the future would have to absorb the peddler 
in a much more co-ordinated framework of 
investment and production. 


Justus M. VAN DER KROEF 


Michigan State College 
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Policy for the West. By BARBARA WARD. New 
York: W. W. Norton & Co., 1951. Pp. 317. 
$3.75. 

This is a very able statement by the assistant 
editor of the London Economist of the policy of 
“containment” upon which the Western world 
is now acting. It should contribute to an under- 
standing of what that policy is and what it im- 
plies and to a stronger faith in its ultimate ef- 
fectiveness. May it be widely read and fully un 
derstood! 

In the first part Miss Ward argues the case 
for ““containment.”’ Soviet hostility must now be 
assumed; “‘one thing only assuages it—the cer- 
tainty of total control’’ (p. 20). Appeasement is 
unending, war initiated by us unthinkable, con- 
tainment our only choice. That requires “suffi 
cient military strength to deter the Russians 
from thinking they can manage a local aggres- 
sion too speedily for effective counteraction to 
be possible”’ (p. 31), but it also needs a “social 
strength and cohesion that can discourage the 
Communists from trying out their favourite 
contemporary weapon—the fomenting of civil 
war”’ (p. 31). After describing the development 
of effective policies of containment in Europe 
the Atlantic Pact and the Marshall Plan—and 
recounting the sorry story of Western policy in 
the East up to the opening of the Korean war, 
Ward states the spirit in which the policy must 
be undertaken. “We shall certainly fail unless 
our effort is at once sustained, calm, and su 
premely positive’’ (p. 81). Throughout the book 
the emphasis is on the positive: “‘We need to re- 
cover the sense of the great ideals and affirma- 
tions of Western civilization which a century of 
cynical rationalism, popular Marxism, cheap- 
ened science, and practical materialism have 
almost lost to our sight”’ (p. 85). 

In the second part the economic strength of 
the Western World is assessed. The balance of 
strength clearly lies with the West, if the will is 
there. But it requires a readiness to face the cost. 
“There is a disturbing hint in British plans that 
the rate [of rearmament] has been fixed not on 
the basis of what is necessary but on the basis 
of what is the most that can be done without 
upsetting anything else’’ (p. 102). This attitude 
is not peculiar to Britain; Ward’s further com- 
ment is worth emphasis: “It would be a poor 
service to a community to give it the instru- 
ments of better living—the schools, the hospi- 
tals, the industrial investment—but leave it 
without the means of defending these good 
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things’’ (p. 102). Consideration is given to the 
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problem of inflation and the possibility of con- 
trolling it. Perhaps here too little is said about 
the danger of cutting the armament program to 
avoid inflation rather than undertaking what- 
ever rearmament is necessary and then coping 
with the problem of inflation that the program 
creates. The emphasis is again on the positive: 
increase production, maintain employment. 

Part III is concerned with the possibility of 
united action by the West. The problem of 
economic imbalance is examined, its roots deep 
in the past, its dangers clearly exemplified in the 
thirties. Recent “experiments in unity” are ex- 
amined, and considerable optimism is based on 
them. But the policies must be expansive, not 
restrictive 

Finally, a brief fourth part, one chapter only, 
“Faith for Freedom.” ““Any human enterprise, 
even the smallest, needs a measure of faith. 
Men must believe that what they have under- 
taken can be carried through. They must believe 
that their partners will work with them loyally” 
(p. 299). But this is no more than the minimum. 
“The weakness of the phrase ‘containment’ is 
its negative and defensive ring”’ (p. 300). So we 
end on the positive note: “The Western experi- 
ment is really the most audacious and exhila- 
rating that mankind has ever made” (p. 308). 
But it is not just a positive confidence in our 
“values” that we need; it is necessary to examine 
the weaknesses of our society and try to elimi- 
nate them. “We shall not defend it better for 
being so blindfolded in the conviction that all is 
well and there is no work for us to do. There are 
grave weaknesses and inconsistencies in Western 
Society; and these, more than anything else, 
give the Communists their opportunity”’ (p. 19). 


V. W. BLADEN 


University of Toronto 


Wealth and Income: An Analysis of the Economic 
and Financial Systems of Australia and Great 
Britain. By Brian Tew. Carlton, Victoria: 
Melbourne University Press; New York: 
Cambridge University Press, 1950. Pp. ix+ 
307. 215 
This book is classified by its author as “an 

outline of the behaviour of a country’s economic 

system as a whole’ 

(1) “‘to describe the workings of the financial in- 

stitutions of Australia and Britain” and (2) “‘to 

provide, in as simple and realistic a form as pos- 


*; and its two objectives are 
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sible, the essential basis of economic theory re- 
quired by an intelligent student of current af- 
fairs” (p. v). The “fundamental relationships”’ 
of that basis of theory are taken from Keynesian 
economics; and the author (correctly) believes 
the book to be “‘to a considerable extent unor- 
thodox in its arrangement and exposition, and 
to some extent original in matters of detail’’ 
(p. vi). 

Of the three parts of the book, “Part One is 
mainly concerned with those remarkable pieces 
of paper, bank notes, and with paper titles such 
as bills, bonds and shares. . . with paper wealth 
in its numerous varieties, how it comes into ex- 
istence, what it is used for, and the terms on 
which one variety is exchanged for another”’ 
(p. v). “Parts Two and Three deal with the 
terms on which paper wealth is exchanged for 
goods and services, and the scale on which such 
exchanges occur. . . . In Part Three these ques- 
tions are viewed from a particular aspect, name- 
ly in respect of the financial relations between 
the home country and the rest of the world” 
(p. vi). 

This little volume is unique in two respects. 
First of all,the author has an extraordinary mas- 
tery over the English language. His limpid and 
expressive prose carries the reader along, with- 
out ever entangling him in mazes of reasoning 
or causing him to stumble over technical terms 
All technical terms and concepts are introduced 
and paraphrased in clear and simple language. 
The second unique quality of this book consists 
in the author’s treatment of the “fundamental 
relationships” taken from the works of the 
Keynesian school. He never hesitates to point 
out the conditional nature of those relation- 
ships; and he fleshes out the borrowed skeleton 
of theory with many descriptive passages, apt 
illustrations, and shrewd observations on the 
realities of both economic and political life. 

The contribution which this book makes to 
economic literature is confined almost entirely to 
the two unique features mentioned above. Per- 
haps some theorists will be interested in a few 
points, such as the author’s reasons for exclud 
ing changes in the interest rate from the factors 
which will determine the volume of “material 
investment” in the future (pp. 193-98). A book 
of this kind would be unsuitable as an introduc- 
tion to economics, because it ignores too many 
basic economic concepts and functions. Never- 
theless, it should be useful to economics teachers 
in two different ways: First, it contains many 
excellent descriptions of particular institutions 
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and concepts such as money, the London bill 
market, techniques for official support of the 
bond market, national income, the multiplier, 
etc. Second, it contains many obviously dispu- 
table arguments and statements which should be 
effective stimulators of class discussion or even 
student thought. 


H. P. B. JENKINS 


University of Arkansas 


The Post-war Financial Problem and Other Es- 
says. By F. W. Patsu. London: Macmillan & 
Co., 1950. Pp. 263. $3.00. 


In this interesting little volume Professor 
F. W. Paish of the London School of Economics 
has gathered together the more important of the 
essays which he has written, chiefly in Economi- 
ca and various British banking journals, over 
the last fifteen years. The essays, which range 
over a rather wide field, fall into two main 
groups. The first five deal with some of the 
problems, and especially with various aspects of 
the suppressed inflation, associated with the fi- 
nancing of Britain’s post-World War II recon- 
struction efforts. The remaining seven—al] writ- 
ten before 1941—comprise, among others, more 
scholarly papers on balance-of-payments ad- 
justment theory, floating debt policy, the causes 
of gold-supply fluctuations, and the effects of 
taxation on economic incentive. For the most 
part, the essays fall gracefully into the category 
of “applied economics”’ and reveal at once the 
author’s intimate familiarity with British fi- 
nancial practice and policy, his grasp of theory, 
and his ability to combine the two with fruitful 
results. 

Like the majority of his fellow-British econo- 
mists, notably Harrod, Meade, Robbins, Hicks, 
and Jewkes, Paish attributes to Britain’s post- 
war inflation, imperfectly suppressed by all 
manner of controls, the primary cause of that 
country’s economic difficulties and balance-of- 
payments pressures. The arguments advanced— 
of obvious relevance to the present debate on in- 
flation control in our own country—are by now 
all too familiar. The experience of Britain, ac- 
cording to Paish, reveals only too strikingly the 
deleterious effects of suppressed inflation in 
maldistributing resources, falsifying the price 
system, weakening incentives, and restraining 
productivity growth. Writing against the back- 
ground of the situation prevailing in 1946-48, 
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he rejected the alternatives of open inflation or 
a more perfectly suppressed inflation and 
plumped instead for an elimination of the over 
all excess of aggregate demand to be accompa 

nied by a gradual removal of controls. Unlike 
others sharing this general viewpoint, however, 
he was skeptical of the desirability of reducing 
investment (deeming it already too low), and, 
although critical of the ultra-cheap money 
policy of 1945-47, rejected a policy of monetary 
deflation and higher interest rates. To curtail 
the inflationary pressure, he argued, chief re 

liance should be placed on higher indirect taxa 

tion and on reductions in “‘unessential’”’ govern 

ment expenditures; sharp increases in direct 
taxes were ruled out because of their disincen 

tive effects. It is not quite clear to what extent, 
if any, he would want to modify these conclu 

sions in the light of subsequent, and especially 
post-Korean, developments. 

Although the course of postwar economic de 
velopments in Great Britain will probably al- 
ways be subject to conflicting interpretations, 
Paish has at least put his finger squarely and 
convincingly on an undeniably basic cause of 
the British malaise. But in his zeal to prove his 
case he seems to have considerably oversimpli 
fied an exceedingly complex problem.Some,with 
the present reviewer, will fee], for example, that 
he exaggerates the influence of the suppressed 
inflation and correspondingly minimizes the im 
pact of other government policies and of the 
powerful structural changes wrought by the war 
in the British economy; that he places perhaps 
undue faith in the efficacy of the price system in 
the abnormal conditions of postwar Britain; and 
that he minimizes the political implications of 
his recommendations. Conspicuously missing, 
moreover, are any references to the possibility 
of reduced saving as a partial offset to the in 
creases in indirect taxes which he proposes; nor 
is there any explicit recognition of a possible 
wage-price spiral stimulated by such increases 

Among the earlier essays are included Paish’s 
outstanding paper on “Banking Policy and the 
Balance of International Payments,”’ originally 
published in 1936. Although this paper is now 
clearly dated in the light of the subsequent work 
on the income theory of international adjust 
ment by Metzler, Machlup, and others, due 
credit must be given to Paish for having been 
the first explicitly to introduce, and systemati 
cally to analyze the implications of, the concept 
of the marginal propensity to import. In a little 
known companion piece entitled “Forecasting 
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Foreign Trade”’ (1937), written at a time when 
statistically derived import propensities and 
elasticities were not yet available, Paish devel- 
ops a modest statistical technique for forecast- 
ing the imports of particular countries for short 
periods ahead. The remaining papers, which 
should be familiar to readers of Economica, call 
for no comment. 

Altogether, the essays in this volume are 
stimulating and lucidly written and are likely 
to be of interest to a broad audience of econo- 
musts. 

ARTHUR I. BLOOMFIELD 


New York City 


The American Cigarette Industry. By RICHARD 
B. TENNANT. New Haven: Yale University 
Press. Pp. xxvi+411. $5%0 

This well-written study brings the history of 
the cigarette industry down to 1949. It reports 
that dissolution of the tobacco trust in 1911 
seemed, three decades later, to have succeeded 
in its purpose of making the successor companies 
independent of one another and of stimulating 
aggressive competition among them. These ef- 
fects have been intensified by subsequent judi- 
cial action, including the conviction in 1941 of 
several companies and their officers after trial] in 
Lexington, Kentucky, on criminal charges of 
conspiring to establish monopoly. 

rhe consequences flowing from these victo- 
ries, however, have not been what earlier stu- 
dents would have expected. Newcomers have 
found it almost impossible to break into the in- 
dustry. Only one nonsuccessor company has 
fought its way into the “big six,” and it is stil] 
much smaller than any of the “big three.’’ The 
number of producers has remained small. Com- 
petition among them has concentrated upon ad- 
vertising. Profits have remained high until very 
recently; there is no assurance that they will re- 
main at the lower levels to which they moved in 
the 1940’s if the wartime taxes largely respon- 
sible for the reduction are loosened or if man- 
agement becomes bolder as memory of the con- 
victions of 1941 fades. 

The principal reason why attempts to break 
up the cigarette industry have produced such 
limited results, Professor Tennant concludes, 
lies in the advantages the large firm holds as an 
advertiser. In this industry, he says, “‘advertis- 
ing is a highly efficient competitive weapon 
which is somewhat erratic in its effects owing to 


the difficulty of finding an effective sales mes- 
sage. In general, large expenditures secure large 
sales. The leverage of large total outlays and the 
dependence of present on past sales mean that 
size can only be opposed successfully by size. 
The result is to encourage the large firm at the 
expense of the small and the existing firm at the 
expense of the outsider.’”’ In contrast, the mar- 
kets for leaf tobacco and the technical processes 
of manufacture seem to offer nothing that favors 
the ‘‘very large’ as compared with the “‘mod- 
erately large’ company. 

Despite the persistence of characteristics he 
finds socially undesirable, Tennant believes that 
the Sherman Act has exercised a wholesome ef- 
fect upon the cigarette industry. In particular, 
it has eliminated the cutthroat competitive 
methods of the trust, and it has led to a great 
restraint in pricing during recent years. ““The 
latent power of the Sherman Act is undoubtedly 
unpleasant for businessmen to live with, yet the 
act still appears to be, for all its untidiness, one 
of the most useful expressions of public policy.” 

As to further reform through intervention by 
the government, Tennant suggests three possi- 
bilities: (1) Some sort of regulation designed to 
prevent the reappearance of exorbitant profits 
in the future. (2) Limitation of each company’s 
expenditure for advertising to the amount “a 
moderately large firm would choose to employ.” 
(3) Substitution of an ad valorem basis for the 
present weight basis in the federal excise tax on 
cigarettes, the objective being to encourage the 
manufacture of low-price brands. None of these 
recommendations is worked out in detail or ad- 
vocated very vigorously. Tennant himself seems 
to find them somewhat anticlimactic after his 
long, painstaking, and detailed study. 

His analysis has drawn its factual data prin- 
cipally from the records of several governmental] 
investigations and court actions. These permit 
him to trace the development of the industry in 
considerable detail through World War I, the 
short but severe depression of 1920-21, the 
prosperous 1920's, the prolonged depression of 
the 1930’s, the New Deal, World War II, and 
the subsequent uneasy peace. In addition, he has 
made good use of important statistical and theo- 
retical tools that were not available to earlier 
students of the industry. Notable among these 
are correlation analysis and the theories of 
monopolistic competition. 

Although his subject is highly controversial, 
Tennant leaves few openings for disagreement 
with either his methods or his conclusions. He 
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has done a thorough job of assembling and 
analyzing his materials. He reasons well, and he 
writes well. 

REAvis Cox 


University of Pennsyleania 


Hauptfragen der Wirtschaftspolitik. By ADOLF 
Weser. Berlin: Duncker & Humblot, 1950. 
Pp. xii+ 374. DM. 15. 


Adolf Weber, not so wellknown in the United 
States as his contemporary, Alfred Weber, has 
added to his massive output of half a century an 
attractive little volume which will be of espe- 
cial interest to the economic historian and to the 
student of economic thought. In his Preface the 
author writes that he is making a kind of report 
on a life of scholarly effort in which the guiding 
principle has been to make economic theory 
throw light on practical affairs. To achieve this 
end, Professor Weber has selected for simul- 
taneous presentation fifteen essays which have 
appeared previously as journal articles or, in a 
few instances, as unpublished lectures. The 
greater number of these brief studies were done 
in the decade of the 1940’s. Each is preceded by 
a section containing “‘reminiscences”’ of the au- 
thor, and this autobiographical material gives a 
rather impressive unity to the whole work. 

Weber’s type of analysis will not be satisfac- 
tory to the greater part of Anglo-American 
economists. The author is at pains to argue the 
necessity of models, of Denkschemata, without 
which the analyst must sink in a sea of facts 
Yet he does not clearly understand, as did his 
countryman, Walter Eucken, that the proposi- 
tions of economic theory do not necessarily say 
anything about conditions which actually exist. 
For Weber, theory must be at least partially de- 
scriptive of a real economy in a given time and 
place. He will only admit that mathematics may 
be of some use in exposition and that “pure 
theory”’ is essentially harmless. Although he 
would not go so far, it is with obvious relish that 
he quotes a remark of Gottl, who described 
“pure theory”’ as a “Giiterzirkus mit Wert- und 
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Preis-Akrobatik auf dem mathematischen Tra 
pez mit dem homo economicus als Clown.” 

Running through this book as a recurring 
theme is the author’s insistence that the main 
problem of public policy in the capital-poor 
countries of postwar Europe is the improvement 
of the economic lot of the working people. The 
hope of economic progress lies in the restoration 
of capital, the “dynamic’’ element in produc 
tion. Yet the economics of Adolf Weber, which 
proclaims the nineteenth-century verities of 
classical German political economy, seems hard- 
ly equal to the task of bringing the hope to 
fruition. Monetary and fiscal policy must be 
sound in the orthodox sense. There is no theory 
of the determination of the national income 
The reader may or may not agree with the ad 
verse criticism of Keynes as it is presented in de 
tail, but it is quite apparent that the new way of 
thinking about economic matters has not been 
accepted by the author or by many of his col 
leagues and followers. 

Yet this is essentially a good book, a book 
well worth reading.’ The author’s close ac 
quaintance with three generations of German 
economists enables him to give valuable insights 
with respect to the thought of a heterogeneous 
group of social scientists, many of whom are al- 
most unknown outside Germany. A necrological 
essay on Heinrich Dietzel is especially illumi 
nating as an explanation of the particular de 
velopment which German economics was to 
take in the twentieth century. As Weber passes, 
in the latter half of the work, to a consideration 
of the dislocations in Germany after two world 
wars, his command of the economic facts of life 
is as striking as the erudition evident in the first 
essays of the volume. Only the sections on 
money contain material that is possibly too fa- 
miliar to require repetition 

The book is written in a lively, anecdotal 
style which makes reading it a real pleasure. Its 
literary quality makes it noteworthy in a day 
when economists generally pay little attention 
to the “style and manner.” 


Ross M. ROBERTSON 


University of Tennessee 
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